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THE AMERICAN FINANCE ASSOCIATION 


The American Finance Association was founded in 1940 by a 
group who believed that a definite need existed for an association 
of this character.. Neither they nor the present officers believe in 
the creation of additional associations merely for their own sake 
but only if they can serve some very useful purpose. We have 


envisaged the purposes of this Association to be primarily the 
following: 


(1) to insure that at joint annual meetings with other 
organizations, programs of adequate diversity would 
be assured to include major topics currently engaging 
the world of finance; 


to develop the managerial and business aspects of 
finance; 


to sponsor a journal which will provide an outlet for 
the types of original research which may be too 
specialized for existing publications and, of course, 
at the same time to provide information to members . 
and others. 


Like all other associations, our group was more or less inactive 
during the war period. At the annual joint meeting of the several 
associations in fields of economics, statistics, etc., held in Cleveland 
in January 1946, the American Finance Association cooperated 
with the American Economic Association in two programs and 
sponsored two of its own. Mr. Beardsley Ruml was the speaker at 
a luncheon meeting attended by some 300 individuals. At the Jan- 
uary 1947 meeting of the same associations held at Atlantic City 
our Association again cooperated with the American Economic 
Association in one of its programs and provided three of its own. 
We believe that these efforts have given us a good start in carrying 
out our first objective. Our second objective is likely to develop 
more slowly and alorg lines which we ourselves are not yet of a 
unanimous mind. Several very fine suggestions, however, are in 
the process of experimentation and we are likely to adopt several 
very interesting projects in this field in the future. 


Prior to the current year we have been able to publish only the 
proceedings of the annual meeting. During the current year, we 
will expand in this direction and publish at least two issues of the 
Journal of Finance. The first issue will be devoted to the proceed- 
ings of the January 1947 meeting. The second (fall) issue will 
include articles of our own members and others which in the judg- 
ment of the editor, Marshall D. Ketchum, and his associates, are 
deserving of the attention of our members and represent notable 
contributions to the field of finance. 





THE JOURNAL OF FINANCE 


Our membership is not large, although it grew phenomenally 
under the direction of the immediate past officers. The present 
officers hope to extend this growth. We do not wish to compete in 
any way with other associations. We desire to secure members 
solely on the basis of the merits of our own work. We will always 
hope to be closely affiliated with the American Economic Associa- 
tion. 


LEWIS A. FROMAN 
President 


























ANNUAL MEETING 
OF THE 
AMERICAN FINANCE ASSOCIATION 
ATLANTIC City, N. J.—JANUARY 24 AND 25, 1947 
Friday, January 24 

8:00 P.M. CURRENT FINANCIAL RESEARCH 
Chairman: Harry G. Guthmann, Northwestern University 
“The Financial Research Program of the National Bureau 


of Economic Research,” Raymond J. Saulnier, National 
Bureau of Economic Research and Columbia University 


“Investment Prospects,” Homer Jones, Committee for Eco- 
nomic Development 


Discussion: Stanley E. Howard, Princeton University 


Saturday, January 25 
10:00 A.M. REAL ESTATE FINANCE 
Chairman: Ernest M. Fisher, Columbia University 
“Nonfarm Real Estate Finance,” Donald S. Thompson, Fed- 
eral Reserve Bank of Cleveland 
“The Effect of Cyclical Fluctuations Upon Real Estate 
Finance,” Homer Hoyt, Massachusetts Institute of Tech- 
nology 
Discussion: L. Douglas Meredith, National Life Insurance 
Company; Leo Grebler, Miles L. Colean, Washington, D.C. 


12:30 P.M. LUNCHEON MEETING 
Chairman: Harry G. Guthmann, Northwestern University 


“Can Government Influence Business Stability?” John D. 
Clark, President’s Council of Economic Advisers 


2:30 P.M. PROVIDING CREDIT TO MEDIUM AND SMALL BUSINESS 


Chairman: Kenneth L. Trefftzs, University of Southern Cali- 

fornia 

“The Contribution of Commercial Receivable Companies and 
Factors to Financing Small and Medium-Sized Business,” 
Shandor M. Zinner, Walter E. Heller & Company 

“Some Small Business Problems Indicated by the Industrial 
Loan Experience of the Federal Reserve Bank of New 
York,” Robert V. Rosa, Federal Reserve Bank of New 
New York 


Discussion: Lewis A. Froman, University of Buffalo 


6:30 P.M. DINNER MEETING—Annual Business Meeting and Election of 
Officers 








THE FINANCIAL RESEARCH PROGRAM OF THE 
NATIONAL BUREAU OF ECONOMIC RESEARCH 


By RAYMOND J. SAULNIER 
National Bureau of Economic Research and Columbia University 


The Financial Research Program of the National Bureau of 
Economic Research was started in March 1938, on the basis of 
recommendations made to the National Bureau by its Exploratory 
Committee on Research in Finance. This Committee was appointed 
to investigate the status of financial research at the time and the 
need for further work. I need not repeat the Committee’s recom- 
mendations; they are available in A Program of Financial Re- 
search, Volume I, which the National Bureau published in 1937. 

From the organizational point of view, the Program consists of a 
Central Staff and a larger group of senior research associates, 
operating as an integral division of the National Bureau, and a 
Committee on Research in Finance, composed of representatives 
of public and private agencies and of university scholars. This 
Committee advises the Central Staff of the program on the plan- 
ning and execution of research undertakings. Two features of the 
way research has been conducted are important to bear in mind. 
First, the Program research has been conducted on a project basis, 
that is, by means of a number of related studies directed to the 
comprehensive examination of a defined area of the credit system. 
This requires a considerable amount of pre-research planning, and 
naturally calls for centralized direction over work in progress. 

Second, the Program has been conducted on a cooperative basis, 
with numerous arrangements whereby individuals on the staffs of 
public agencies, private institutions, and universities have been 
associated in the active conduct of research. As a practical matter 
this is the only method we can follow in our research activities, 
considering the kind of problem to be studied, the method of con- 
ducting research, and the resources available. Furthermore the 
necessity of making extensive compilations of primary data from 
the records of public agencies and private financial institutions has 
made these cooperative relationships an absolute essential to the 
conduct of our work. 

It would be interesting to describe these cooperative arrange- 
ments in considerable detail but selected examples should serve to 
illustrate their salient features. University scholars have been able 
to associate themselves with the Program’s activities through spe- 
cial leaves of absence and through sabbatical leaves and, in a num- 
ber of cases, arrangements have been worked out for the joint 
conduct of studies by the National Bureau and an interested uni- 
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versity. Public agencies have granted leaves of absence to staff 
members to participate in studies; in other cases personnel has 
become available on a loan basis for part- or full-time work. Illus- 
trative of the kind of arrangement that combines nearly all of 
these features is that under which the Program completed its study 
of The Volume of Consumer Instalment Credit, 1929-38; this work 
involved the collaboration of the late Rolf Nugent of the Russell 
Sage Foundation, Malcolm Merriam of the Bureau of Foreign and 
Domestic Commerce, and Duncan Holthausen of the National 
Bureau. In this enterprise we not only brought together personnel 
from three public and private agencies but enabled the authors to 
draw on the compilations of data which each agency had been col- 
lecting for some time on different aspects of this credit field. On . 
completion of this research undertaking, the estimates of consumer 
credit outstanding and volume were extended in scope and carried 
forward on a current basis by the Department of Commerce, and 
more recently by the Board of Governors of the Federal Reserve 
System. The latter developments were very fortunate ones, indeed, 
since they served to utilize to the greatest advantage the neces- 
sarily different facilities of a private research group and of public 
agencies: the former can appropriately do exploratory work but 
it cannot undertake the task of current reporting; in some cases, 
a public agency finds it difficult to provide for developmental 
studies but can quite properly undertake the task of carrying series 
forward on a current basis. 

Compilations of data have also been made with the cooperation 
of private financial institutions and groups. [Illustrative of this 
is our current work with the National Association of Bank Audi- 
tors and Comptrollers, looking to the gathering of special tabula- 
tions on the costs of handling mortgage loans in commercial banks. 
Finally, I might mention our relationship with the Home Owners 
Loan Corporation, under which we hope to assemble primary data 
on the relationship between family income, changes in income, and 
mortgage loan experience. 

Before turning to a summary description of the work now in 
progress it may be helpful to sketch very briefly the work under- 
taken in earlier projects. 

The Financial Research Program began its work in 1938 with a 
set of studies of Consumer Instalment Financing, referred to 
earlier. This project eventuated in a series of monographs descrip- 
tive of the development, organization, lending policies and prac- 
tices, and competitive relations of the principal agencies extending 
instalment credit to individuals. We found it necessary also to 
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undertake work on estimating the volume of consumer debt from 
1929 to 1938 and a special study of the elements affecting credit 
risk in this area of finance. 

Following the completion of these studies the Program turned to 
the question: How have the relationships between business con- 
cerns and the financial agencies that meet their credit needs 
changed since 1900? This work was also conducted on a project 
basis and eventuated in the publication of a series of monographic 
studies; these were summarized in Business Finance and Banking, 
a volume to be published in February. 

A third area, that of investment credit, was explored in 1938 
and work initiated toward the preparation of basic records con- 
cerning domestic corporate bonds issued since 1900. The Corporate 
Bond Project was conducted with the financial support of the Work 
Projects Administration under a project sponsored by the Federal 
Deposit Insurance Corporation and enjoyed the active cooperation 
of both government agencies and private institutions. The end 
products of the Corporate Bond Project, whose exclusive task was 
that of tabulation, are three sets of records. The first is the Record 
of Offerings, covering all domestic corporate bonds of industrial, 
railroad, and utility concerns which were described in the invest- 
ment manuals as outstanding in 1900 or which were offered in any 
year from 1900 to the first quarter of 1944. Mechanical tabulation 
cards have been punched for each of the approximately 34,000 
offerings in this record. Cards were punched to permit classifica- 
tions by date of offering, coupon rate, maturity date, term to 
maturity, size of issue, and industry of issuer. The cards also give 
the name of the obligor and a description of the security, thus pro- 
viding a virtual census of corporate bonds reported in the manuals 
since 1900. 

Since the number of bonds included in the Record of Offerings 
is far too large to permit the transcription of detailed information, 
additional data were transcribed for a smaller number of securi- 
ties. This Record of Issue and Extinguishment Characteristics 
provides data on bonds of fixed income and single maturity. Cer- 
tain securities such as income bonds, bonds with serial maturities, 
and all issues of equipment trust certificates were separated from 
the total included in the Record of Offerings and for all remaining 
bonds data were transcribed covering each of those of five million 
dollars and over in total size of issue and a ten percent sample of 
all other bonds. This covers about 4,500 bonds and for each of 
these information was transcribed, on, among other things, the 
industry and size of the obligor, the characteristics of the bond at 
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time of offering, the status of the bond with respect to legal lists 
and ratings, and certain data pertaining to the nature of extin- 
guishment. Also, the amounts paid in the form of interest and 
liquidations of principal were recorded and were used to compute 
the realized yield to those investors who bought an offering and 
held until extinguishment of the contract. 

From among the bonds included in the Issue and Extinguishment 
Record, about 1,000 were studied with respect to their Default 
Record. This record was designed to furnish information on types 
of default, the industries where they occurred, and the number and 
severity of default losses. Other measures of default and of its 
outcome were recorded which would be too detailed for discussion 
at this time. 

Finally, data have been compiled on a still smaller sample of 
bonds for what is called The Periodic, Annual, and Monthly Rec- 
ords. The Periodic Record provides data as of quadrennial years 
from 1900 to 1944. This record, along with the Annual and 
Monthly Records, enables one to follow the experience of groups 
of bonds on a time series basis. The National Bureau has made 
available to colleges and universities for research purposes certain 
basic tabulations, compiled from these Records, and Background 
Memoranda describing the exact nature of the data and the 
methods by which they were assembled. I should like to stress the 
fact that the foregoing description of this unique body of data is 
very incomplete and that one should refer to the Background 
Memoranda on the various Records for a complete statement. 

The Corporate Bond Research Project, on which I shall speak 
later, is designed to make analytical studies on the basis of the 
records compiled in this earlier work. 

Turning to another phase of the Program’s activities, during the 
war a number of studies were made relating to the effect of war 
on our financial structure, and to the financial systems of Canada, 
Germany, and England. These have been published in pamphlet 
form in the National Bureau’s series on “Our Economy in War.” 

In 1945 work was initiated on two comprehensive surveys of 
segments of our credit system, namely, the areas of urban mort- 
gage credit and of agricultural credit. These two projects are in 
progress now and, with the Corporate Bond Research Project, 
constitute the bulk of our present activities. 

The Urban Real Estate Finance Project was organized along 
lines suggested by the Exploratory Committee on Research in 
Urban Real Estate Finance, which was appointed by the National 
Bureau for the purpose of making recommendations concerning 
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investigations in this field. The project itself is divided into a 
number of main divisions. The first part deals with the urban real 
estate market and its financing needs. Its objective is to describe 
the nature of urban real estate, to identify the special features of 
real estate that affect its use as security for the extension of credit, 
to determine the financing needs of urban real estate, and to find 
out how the lending institutions serving these needs adapt them- 
selves to meet them. The second part of the study deals with 
facilities and practices in urban real estate finance, having as its 
objectives to find out what is the source of funds used in financing 
urban real estate, what credit standards are followed by various 
agencies, how much it costs to extend credit on real estate security, 
and what the net earnings of credit-extending institutions are on 
such funds, and to investigate the reasons why the supply of, and 
the need for, funds in urban real estate are subject to change. This 
work is organized along institutional lines with separate personnel 
assignments for insurance companies, commercial banks, savings 
and loan associations, government agencies, and mutual savings 
banks. 

Special efforts have been made to gather the primary materials 
needed to answer the questions: How much does it cost to lend 
money on mortgage credit, and what has been the loss experience 
of credit-extending institutions in this field? Lacking technical 
investigations that would serve as precedents and guides for such 
studies, we have had to develop techniques of analysis, with the 
active cooperation of technical people in the mortgage field com- 
petent to advise on such matters. In connection with our study of 
lending costs we have designed, circulated, and have had returned, 
schedules on which some 75 insurance companies have reported 
the cost of acquiring mortgage loanS during 1945, the cost of 
servicing these loans, the cost of operating branch offices for 
acquiring and servicing mortgage loans, and the cost of operating 
a mortgage loan department in the home office. Variations in this 
technique are being used to obtain comparable information on 
lending costs of other agencies, primarily of commercial banks. 
The latter, however, presents enormous technical difficulties and 
will be conducted in all probability as case studies rather than on 
a mass reporting basis. 

It might be useful to comment further on some of the problems 
involved in measuring lending costs. At the outset, the investigator 
has to make certain basic decisions concerning the scope and char- 
acter of his studies. One of the most important of these decisions 
is whether an attempt is to be made to study changes in cost over 
time, or the structure of costs at a given point in time. Asa 
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practical matter, one has to confine*himself to a study of one insti- 
tution, or at most a very few institutions, if data are to be com- 
piled on costs of operation over a period of years. On the other 
hand, while this type of study avoids certain technical difficulties 
of measurement inherent in a cross-section analysis, it may not 
produce representative results. Since it was possible for us to 
gather data on a fairly large number of companies for a recent 
year, it was decided to make our principal effort along that line, 
supplementing this cross-section analysis with such additional data 
covering cost changes over a period of years as we could assemble. 

Naturally, the first difficulty that had to be overcome in assem- 
bling data on costs for a number of companies was to assure one’s 
self that the accounting procedures followed in compiling data for 
each of the concerns was tolerably standard. Even in such a well- 
organized industry as insurance this in itself was a major under- 
taking. It became necessary to draw up lengthy and rather com- 
plex instructions to be followed by the reporting companies: in 
compiling data on a standard form. 

But the possibility of differences in accounting procedures is not 
the only problem that faces an investigator in a study of this kind. 
There is also the fact that different companies are organized 
differently, and are in effect offering different types of services to 
the public. Thus, one company may operate branches, another 
may acquire all of its loans through correspondents, and a third 
may acquire its loans on both bases. Further, in one company the 
portfolio may consist primarily of large loans made on income- 
producing properties, while in another company single-family 
home loans of moderate size may predominate. What this means, 
of course, is that the investigator must ask a number of questions 
about the company’s organization and about the character of its 
loan portfolio before it is possible properly to interpret the data 
on costs which are reported. 

It goes without saying, of course, that cost data can be reported 
on the handling of a given type of credit only by those institutions 
that have either departmentalized their activities to such an extent 
that general administrative costs to be allocated among depart- 
ments is at a minimum, or by companies whose lending or invest- 
ing activities are homogeneous or nearly so. Fortunately, the 
former situation prevails among the larger insurance companies 
and we feel that we were, for this reason, able to get tolerably 
reliable data on direct costs of operation and quite satisfactory 
estimates for indirect costs. 
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You might be interested in one observation concerning the 
results. I refer to the very marked difference in operating results 
between those companies operating on a fairly small scale and 
those companies whose scale of operations is large. For small and 
very small portfolios the diversity of results is very great; not 
only do the varivus cost elements reported by the companies range 
from the lowest to the highest for the entire group of concerns, 
but indexes of gross income on the portfolio held vary over a 
similarly wide range. In many respects this is reminiscent of the 
findings observed in all studies of corporate profits; I refer to the 
well-established fact that the smallest concerns are those that show, 
at any point in time, the largest deficits and the largest profits in 
relation to net worth. Lending institutions holding larger amounts 
of funds tend to follow, by and large, a much more standard per- 
formance. There is variation among these companies but a large 
part of this can be attributed to differences in methods of cost 
accounting and differences in the type of business handled. How- 
ever, even these sources of diversity in operating results are far 
less important for the larger companies. 

These studies of lending costs seem to us to be of primary 
importance and it is our hope that we can carry them forward, 
that we can improve our techniques of analysis, that we can 
supplement preliminary results with additional data, and that we 
will be able to make similar investigations into the cost of making 
loans of other types. There are, of course, good reasons why 
lending institutions themselves should be concerned over lending 
costs, as gross income on loan portfolios falls, but an economist is 
also interested in the cost of production of credit. More and better 
information in this area is vital to a real understanding of the 
interest rate structure, of how financial institutions operate, and of 
how the economy is affected by these operations. 

The study of mortgage loan experience presents different but 
equally complex problems. Work of this kind can be done only 
with the active cooperation of lending agencies themselves. We 
have been fortunate in having this cooperation, and we are now 
acquiring from twenty-three of the leading life insurance com- 
panies a one percent sample of all mortgage loans made since 
January 1, 1920. For each of the selected loans the companies 
have filled out a fairly extensive schedule showing the charac- 
teristics of the loan at time of origin and of the property securing 
it, the character of any modifications in the mortgage that occurred 
over the history of the loan, and finally, the nature of the debt’s 
extinguishment. Where loans were extinguished through fore- 
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closure the companies have been asked to report on the financial 
4 outcome, giving all the information necessary to make an estimate 
of the amount of the gain or loss on the whole transaction. 

We propose to get comparable samples of loans from commercial 
banks, savings and loan associations, and from mutual savings 
banks although no special provision has so far been made for the 
last. Finally, we are conducting a study of the experience of the 
H.O.L.C. where, as I have mentioned before, we hope to gain some 
insight into the relationship between borrower income and loan 
experience. The remaining principal section of our work deals 





St 


: with the effects of fluctuations and of economic change on urban 
' real estate finance. This work necessarily awaits the completion 
& of other studies and we have not so far undertaken its execution. 


However, we hope to do so in the year 1947. 

The data which will be transcribed on mortgage loan experience 
cards by the cooperating lending agencies will be coded, punched 
j on mechanical tabulating cards, and tabulated according to such 
F plans as are needed in view of the study’s objectives. In general, 
we expect to use the information for two purposes: the tabulations 
should make it possible for us, first, to describe with fair accuracy 
the kind of loans that have been made by different types of institu- 
tions over the period since 1920 and, second, to test certain 
hypotheses concerning the relationship between the characteristics 
of loans and of underlying properties and loan experience. 

Illustrative of the type of descriptive study that can be made on 
the basis of data of this kind is the following: loans can be classi- 
fied by year made and by broad types of loans under each year, 
and can be studied with reference to interést rates charged at 
time of loan origination. A great deal of the data that we have 
on interest rates, outside of the bond market, is derived either from 
the scattered reporting of individual rates or from data on port- 
folio income and portfolio amounts. The mortgage loan data, on 
the other hand, should make it possible for us to study the whole 
structure of interest rates, as that structure has changed from 
year to year over a twenty-five year period. The same can be said 
of studies dealing with the contract term of loans, on which we 
have as yet only very unsatisfactory information. 

Another interesting feature of this type of analysis is that a loan 
may be frequently modified over its life. Thus, the term may be 
extended once, or possibly fairly often; the contract rate of interest 
may be altered; and other significant changes may be made in the 
mortgage agreement. We have therefore tried to provide on our 
schedule for the recording of all modifications in loans that were 
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agreed on subsequent to origination. This is a difficult task and 
sometimes calls for as many as ten or twelve recordings of modifi- 
cations. Yet, this is the character’ of the financial process and if 
it is to be described faithfully one must face this kind of techni- 
cality. 

The principal interest of those who are actively engaged in 
lending money on the security of real estate collateral, and perhaps 
even of students of finance, will probably be in the analyses of 
mortgage loan experience which can be made on the basis of the 
mortgage loan experience card., For each loan included in the 
sample the respondent companies are called upon to indicate 
whether it is still on the books or whether it was paid off, trans- 
ferred to the HOLC, sold or assigned to some other agency, or 
foreclosed. For all loans which terminated in a transfer of prop- 
erty to owned real estate the respondent company is called upon 
to report the year in which this happened, the unpaid principal 
balance of the loan at the time of transfer to owned real estate, 
the amount that has been paid out in taxes, insurance, etc., prior 
to transfer to owned real estate, the amount of any delinquent 
interest that may have been due at that time, and foreclosure 
costs connected with the transfer. In addition, the company reports 
the proceeds from deficiency judgments or any other settlements 
under the transaction, and the net income or loss on the operation 
of the property while it was held as owned real estate. If possible, 
the income of the property while held as real estate and the 
expenses incurred on it in the form, for example, of taxes, 
insurance, repairs, improvements, management, and commissions 
on sale are reported separately. Finally, the sale price is reported 
and the year in which the property was sold. 

On the basis of these data it is possible to compute the net loss 
or gain on the transaction and to relate this to such measures of 
investment as seems appropriate in, order to compute a figure of 
net yield. Clearly, there are numerous measures that can be 
utilized to express the loss or gain on the transaction concerned. 
For different purposes different measures are appropriate and we 
expect to calculate several, accommodating so far as possible the 
needs of such analyses as resources will provide for. 

In the field of agricultural credit, we have work under way and 
work projected which bears a very close similarity to that being 
undertaken in the field of urban real estate finance. Thus, under 
a cooperative arrangement with the Bureau of Agricultural Econ- 
omics of the Department of Agriculture, we are attempting to 
determine the characteristics of agriculture that are significant 
in relation to its financing, to describe the uses of equity and credit 
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in agriculture, to determine so far as possible the conditions under 
which farmers demand varying types of financial facilities, and to 
show how economic and technological changes in agriculture affect 
its financing problems. Work has been projected in the general 
field of the organization and practices of agricultural credit insti- 
tutions, including studies of the cost of lending money by these 
institutions and an analysis of their loan experience. Schedules 
have already been received from insurance companies giving 
information on costs of lending operations comparable to that 
acquired for urban mortgage credit. 

It has appeared to us that there were certain selected problems 
needing special attention in this field and accordingly we have 
undertaken a study of the financing problems of farmers’ coopera- 
tive organizations and a study of the relation of credit to land 
tenure in the United States. Finally, we expect that the several 
underlying studies will be summarized and cast in their broadest 
perspective in a study of the relation of the agricultural credit 
system to the entire financial organization of the nation. This 
study will deal with the interactions between the operations of 
agricultural credit institutions and the credit-extending activities 
of agencies operating in other segments of our financial system, 
and with the effect of agricultural credit extension upon the growth 
and development of the national economy. 

Let me comment briefly on the third of our current activities, 
namely the Corporate Bond Research Project. As I indicated 
earlier, the interest of the Financial Research Program in the 
investment and credit field began in 1939 with the compilation of 
basic records on all corporate bonds issued since 1900, as described 
briefly and inadequately before. In August 1946, we were fortunate 
in being able to start the additional work which will utilize these 
unique materials to clarify certain defined questions. Research 
objectives at this time are being organized along the following 
lines: First, an effort is being made to compare the default and 
yield experience of groups ef corporate bonds meeting various 
criteria of bond quality. Thus, comparisons are being made of 
the experience on bonds classified according to agency and market 
ratings and according to their status under lists of legal invest- 
ments. Second, analyses will be made of the continuity, stability, 
and level of rates of return on corporate bonds of various classifi- 
cations in an effort to provide the factual background necessary 
for the establishment of security evaluation procedures and of 
investment loss reserve policies for bonds of different types. Third, 
the project provides for studies of fluctuations in security quota- 
tions and investment values. 
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These three projects constitute the bulk of our current research 
program but certain additional work is being conducted growing 
out of earlier studies. Illustrative of such studies is one now being 
made of the factors influencing demand for consumer instalment 
credit, which promises to throw new light on the complex set of 
relationships that are involved between national income, the pro- 
portion of income available for expenditure over and above what 
is used to meet basic living expenses, the prices of goods for the 
purchase of which consumer credit is most frequently used, and 
the terms on which such credits are extended. Also, our earlier 
work in business finance is being continued with a special study of 
the financing nroblems of small and medium-sized business, being 
conducted under a cooperative arrangement with the Federal 
Reserve Bank of New York and Queen’s University of Canada. 
This study makes intensive use of records covering a group of 
companies that received loan funds from the Federal Reserve Bank 
of New York under its industrial advance program. Also, we are 
concluding in 1947 an intensive study of the effect of World War II 
on the financing of corporate enterprises of large and of medium 
size. This study has required not only the continuation of our 
basic tabulations of corporate balance sheets and income state- 
ments for several samples of concerns in various industrial and 
size classifications, but also a more careful definition of the 
analytical procedures which will make the most effective use of this 
type of data. I refer here to the definition of concepts needed for 
the most effective handling of data on the flow of funds through 
corporate enterprises. 

I trust that in this survey of the work of the Financial Research 
Program I have communicated to you what seem to me to be its 
most important features. These are the organization of a con- 
certed attack on major segments of our financial system through 
coordinated project research, and the conduct of these studies 
wherever necessary through cooperative arrangements. 

Our work in agricultural finance and urban real estate finance 
will be completed in 1947 and 1948. We propose to turn then to 
other areas of the credit system for investigation along similar 
lines and to continue, so far as resources and personnel will permit, 
to build upon the studies already completed. There is a substantial 
cumulative effect to research which shows itself not only in the 
compilation of basic materials but also in the development of 
analytical methods. We hope that, in the years ahead, we can 
take full advantage of these opportunities for advancing our 
knowledge of finance. 
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INVESTMENT PROSPECTS 


By HOMER JONES 
Committee for Economic Development 


The following remarks have been developed in connection with 
a study for the Committee for Economic Development on the sub- 
ject of the role of financial institutions in effecting the flow of 
savings into investment. However, I want to make it clear that 
the CED has no responsibility for these remarks. It should be 
borne in mind that my comments are tentative and made in the 
early stages of the study. 

The paper falls into three parts. The first part presents some 
reasons for believing that so far as financial considerations are 
concerned we have excellent prospects for a number of years of 
high employment and large private investment. The second part 
presents some reasons for believing that there is considerable like- 
lihood that the form of the financing of the investment of the next 
few years will be such as to contribute to subsequent depression 
and unemployment. The third part considers very briefly the pos- 
sibilities for financing the investment of the next few years in such 
a manner that a contribution will be made to avoiding a subsequent 
great depression and stagnation. 


The Immediate Prospect 

A primary key to a sustained high employment is maintenance 
of a flow of saving into real investment in the magnitude people 
desire to save out of the incomes they receive at such high employ- 
ment. There are a number of conditions necessary to such a rate 
of investment. Costs must bear a reasonable relation to prices. 
We must have an adequate money supply. The expectations of 
those who make the investment decisions must be such that they 
are willing to call for a volume of capital goods or other offsets to 
Saving equivalent to the volume of savings. Savings must be made 
available in forms and on terms which are mutually satisfactory to 
investors and savers. 

The prospect of demand for capital goods for the next year 
seems to be excellent. Out of the process of fulfilling this most 
immediate and obvious demand for capital goods, there may 
develop a state of mind with favorable anticipations for the nor- 
malcy of the future, a state of mind with more confidence in the 
future of the capitalist system than has existed during the past 
seventeen years. 

So far as the private financial situation is concerned, the basis 
for an average high level of employment for several years is better 
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than it has been for at least twenty years. The favorable debt- 
equity ratio in the private sector of the economy and the capacity 
of the commercial banks to expand credit constitute positive rea- 
sons for considering the prospects good for protracted high 
employment. We know that there is an enormous demand for 
durable consumer goods, housing, public works, and other capital 
goods. The favorable debt-credit situation makes the meeting of 
these demands feasible. At various subsequent points in this paper, 
the supporting statistics will be presented. 

The prospects for savings being made available for investment 
in forms and upon terms which are mutually satisfactory to savers 
and investors appear good. In the 1920’s and again about 1937 
and 1940, the savings of individuals appear to have been about 10 
per cent of the disposable income of individuals. If this relation- 
ship should prevail in the next few years and we maintain our 
present income level, we would have about fourteen or fifteen 
billion dollars of individual saving per annum. 

While this paper will attempt to indicate in the second section 
that the flow of savings into investment has nefarious long-run 
results, there is an excellent prospect that for several years, debt 
can be incurred in adequate volume-to sustain prosperity. So far 
as the non-Federal segment of our economic system is concerned, 
we are now possibly more nearly free of debt than we have been 
in many decades. 

The most straight-forward computations to indicate the relative 
position of debt would be to relate debt to total real property values 
or to equities, or to relate interest on debt to income. However, in 
the absence of satisfactory data concerning values of real proper- 
ties, equities, and interest on debt, the best indication of the rela- 
tive position of debt is given by relating debt to income or dis- 
posable income and giving some consideration to changes in 
interest rates. Changes in capital values probably correspond 
roughly to changes in income. 

Net private debt is now substantially equal to disposable income. 
Our data show that this has not previously been true in the 30 
years for which a record exists. Net private debt is about half 
as large in relation to disposable income as in 1929. In 1929 it 
was equal to twice disposable income and in 1923 to 175 per cent. 
If net private debt were to increase to the 1929 relation to dispos- 
able income, it would be more than $150 billion above its present 
level. If all of the savings of individuals of $15 billion per annum 
flowed into investment in the form of debt, it would be 10 years 
before the relation of private debt to disposable income which 
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TABLE I.—SELECTED DEBT, SAVINGS, AND INCOME RATIOS 




















Yearly 
Increments 
Net Savings of Funds Net 
of Indi- of Savings Corporate Profits to: 
viduals to: Institutions to: Corporate Total Interest to: 
Disposable Net Savings Long-Term Corporate Property* National 
q Year Income of Individuals Debt Debt Income Income 
a i ei | ie ee | OY a 5.2 
; 1945 23.7 37.5 22.9 10.5 37.1 4.8 
1944 28.3 26.0 24.3 10.4 34.2 4.2 
1943 26.7 18.8 23.7 10.2 30.8 4.0 
1942 25.8 11.4 20.4 9.5 31.2 4.5 
1941 16.0 19.6 19.5 10.2 31.8 5.4 
1940 10.0 33.3 13.3 7.7 38.3 6.6 
1939 8.9 37.5 9.4 5.7 43.8 7.2 
1938 7.0 35.8 3.8 2.3 55.6 7.9 
1937 9.7 32.6 9.0 5.1 45.1 y & 
’ 1936 9.4 41.5 8.9 5.0 45.9 7.9 
1935 7.3 55.2 3.9 2.3 58.0 9.2 
4 1934 6.5 55.8 1.1 Bi 68.9 10.4 
1 1933 4.7 oe: i oe t 99.2 12.1 
Pp 1932 - i ae eee 160.8 14.1 
1931 a re ree 90.2 10.9 
1930 8.2 13.0 3.3 1.9 56.6 8.8 
1929 11.0 14.7 15.2 8.1 35.5 7.0 
1928 8.8 35.3 , » i eres 41.9 9.0 
1927 10.2 43.7 \ ) 36.7 6.7 
j 1926 9.4 59.6 7. re 33.6 6.3 
; 1925 10.8 51.3 13.8 33.8 6.5 
x 1924 8.7 45.9 a 35.6 6.6 
1923 12.6 33.2 | Sees 32.8 6.3 
1922 8.7 36.8 ee — <2 yee 34.8 5.8 
: 1921 4.4 Oe a) aes) ae 54.9 7.5 
: 1920 tion eS oa 32.7 5.2 
1919 7 | Ses 25.0 4.7 
' 1918 es ae ME. u: cioint wt’. eaguae (Wl eee 
; a 1917 ee re ee a) ee 
a 1916 Ose en es 
; 1915 +. . gine~ =» @igetee ho -gaeee «ieee 
- j 1914 SR ee ne ew ee 
: 1913 8 Syme Oh PRS | diners ee ue! ey 0 aia 
: 1912 a genes os. tater eae age. ey ee 
-. a 1911 gee | meen oo Cae. 0 eee et ee 
_ 1910 re ae rd ee ee 
1909 - a ae eee eer Se ee 
1 + Yearly increments of individual savings in institutions were negative in 
: 1931, 1932, and 1933. 
. &-F t Net corporate profits were negative in 1931, 1932, and 1933. 
oF * Property income includes Interest, Net Rents, and Corporate Profits. 
. Ue : ‘ 
fi prevailed in 1929 would be restored, assuming continuance of the 
. & present level of national income. 
1 Urban real estate mortgages now equal about 20 per cent of 
t j disposable income of individuals, the lowest level since 1920 (Table 
- III). In 1929, this segment of debt was 40 per cent of disposable 
i income. Urban mortgage debt could increase to $60 billion, double 
h its present level, before reaching 40 per cent of a disposable income 





of $150 billion. 
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TABLE II,—SELECTED DEBT, SAVINGS AND INCOME KATIOS 





Ratio of Private Debt Ratio of Private, State Total Net 
to: and Local Debt to: Debt to: 
National Disposable National Disposable National 
Income Income Income Income 


1943 

1942 

1941 

1940 

1939 

1938 

1937 

1936 

1935 

1934 

1933 

1932 

1931 

1930 

1929 

1928 

1927 

1926 

1925 

1924 

1923 , : 

1922 190.4 195.3 
1921 203.7 199.4 216.2 
1920 151.2 157.3 159.7 
1919 141.5 152.0 149.1 
1918 148.9 155.3 157.5 
1917 152.1 163.4 160.9 
1916 169.2 182.2 179.0 





In 1929, a time when it was popular to say that corporations 
were relatively free of debt, corporate debt was twelve times net 
corporate profits (Table I). A corporate debt equal to twelve 
times corporate profits of $13 billion, approximately the present 
rate, would be $160 billion or an increase of about $70 billion over 
the present level. On the other hand, corporate debt could increase 
by $65 billion before reaching a relation to disposable income of 
individuals comparable to the 20’s. 

In 1940, total consumer credit was 12.6 per cent of disposable 
income of individuals (Table III). A consumer credit equal to 
such a percentage of disposable income of $150 billion, roughly 
the present level, would be about $19 billion, about twice the pres- 
ent level of $9.5 billion. 

In 1929, the net debt of state and local governments was about 
17 per cent of disposable income compared with about 10 per cent 
at the present time (Table III). Debt of this class equal to 17 
per cent of disposable income of $150 billion would be about $25 
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TABLE III.—SELECTED DEBT, SAVINGS, AND INCOME RATIOS 





Urban Total Consumer State and 
Real Estate Corporate Debt Local 
Mortgages to: Debt to: to: Debt to: 

Disposable Disposable Disposable Disposable 
Year Income Income Income Income 
1946 er = =—Sté«=Ssé«S tec Sr wi 
1945 19.3 61.5 4.8 9.8 
1944 19.7 69.6 4.2 10.3 
1943 21.9 77.4 4.3 12.0 
1942 25.3 82.9 5.9 14.3 
1941 32.2 94.0 11.2 18.4 
1940 37.4 103.7 12.6 22.6 
1939 39.0 108.7 11.8 24.1 
1938 41.3 116.4 11.2 25.4 
1937 37.3 109.5 10.8 23.3 
1936 39.6 116.6 10.4 25.0 
1935 46.5 132.8 9.6 28.6 
1934 53.1 148.0 8.6 31.6 
1933 62.5 173.0 8.8 38.0 
1932 66.9 175.4 9.0 36.8 
1931 54.4 140.1 9.3 26.0 
1930 46.8 126.3 9.7 19.9 
1929 40.3 111.7 9.6 16.6 
1928 st ns Ce 16.3 
1927 Se ee 15.6 
1926 oe (a ee ee 14.6 
1925 ee. | le Ga = a ee 14.2 
1924 meee? > Paar lee) ep 13.5 
1923 eee hs bs) eee oA © cule. = lee 12.4 
1922 i eee 13.5 
1921 eee Se hay see 12.3 
1920 ee... =) * 5 rigaeneee Mae Ce aoe 8.8 
1919 OY es ee er a er 8.2 
1918 |: <>. ee gee 8.9 
1917 Ms) | te i me 1 Bega 9.4 
1916 Ze seer ee 10.6 





billion or $11 billion above the present level. This class of debt in 
1932 was 21 per cent of the 1929 disposable income. If state and 
local debt were to rise to 21 per cent of a disposable income of $150 
billion, we would have an increase of such debt from $14 billion to 
$31 billion or by $17 billion. 

To summarize, additions to private debt which would restore 
their earlier prosperity relations to significant income levels for 
various segments of the economy would be as follows: 





Ueen ere 6 $ 30 billion 
Corporate debt...... nisecaasenpeeicalaslehasideiaiias a teeaaaiiea ia 65 billion 
S| LOT TE 
State and local government debt <nuneue 2h BOR 

EEG EERE eet nee a ae ere $115 billion 


This indicated debt incurring capacity is a real positive force for 
maintaining an investment boom for a number of years. It con- 
stitutes an outlet for investment which was lacking in the 30’s. 
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Objection may be made that investors will not be willing to go 
into debt to the extent that they did in the 20’s or earlier, or that 
savers and lenders will not be willing to lend funds on the coverage 
basis that prevailed in the 20’s. This may be true but my own 
considerations lead me to a contrary conclusion. I believe that 
consumers will wish to borrow as large an amount in relation to 
their incomes as they did in 1940 and 1941 and that lenders will 
be willing to lend.such amounts. It appears to me that house 
owners will be willing to borrow amounts in relation to their 
incomes and equities comparable to the 1920’s. 

Apparently, lenders will be willing to lend in even more lenient 
relation to value than in the 20’s, and the laws governing these 
loans are now more lenient than in the 20’s. In the late 30’s and 
early 40’s, finance companies and banks developed new: mechanisms 
such as term loans, warehouse receipt loans, and accounts receiv- 
able loans for making available the maximum loans which the 
security would allow. Financial institutions are permitted by law 
to make larger loans in relation to appraised value than they could 
twenty years ago. F.H.A. and the Veterans loan program have 
helped to raise the potential debt-equity ratio in the housing field. 
The demand for state and local government construction projects 
is great and the willingness of lenders is also apparent. 

As this process of investment boom proceeds, it seems probable 
to me that various types of corporations will also see fit to expand 
through large amounts of borrowing. If the prosperity continues 
for some time, amounts of indebtedness in relation to income or 
equity corresponding to those of the 20’s will seem no more exces- 
sive, either to borrowers or to lenders, than they did in the 20’s. 

There are indeed some factors which will make feasible a larger 
debt in relation to income than in the 1920’s. One of these is the 
interest rate. If we maintain interest rates substantially below 
those of the 1920’s, the debt which can be carried with apparent 
safety by a given income will be correspondingly greater. The 
public utilities and other corporations can carry given debt burdens 
more easily. The consumer can carry more dollars of automobile 
debt, or home debt, in relation to income if the interest rate is 
lower. Likewise the local governments can carry more debt in 
relation to tax capacity. 

It may be suggested that the foregoing analysis has ignored the 
economic burden of the Federal debt. The Federal debt is of sig- 
nificance in this connection, but I believe the foregoing discussion 
holds in spite of it. Even if the Federal debt should be taken as a 
burden completely comparable to other debt in limiting further 
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debt expansion, which I do not believe to be the case, it is not so 
impressive as one would at first suppose. At the end of 1928, 
total debt in this country was 233 per cent of national income and 
the relation today is of that order of magnitude (Table II). The 
relation today is about what it was at the beginning of World War 
II and far below what it was in 1931-1935. The interest costs of 
the total debt are smaller today in relation to national income than 
they were in 1928-1929. Interest is about 5 percent of national 
income today compared with 7 or 8 per cent in the 20’s and late 30’s 
(Table I). Furthermore, it is to be noted that in computing the 
relative volume of private debt or debt burden I have related it to 
disposable income of individuals, i.e. to income after taking account 
of the tax burden, and it is primarily through taxes that the debt 
can have an effect on private investment. 

The transfer process incident to servicing the Federal debt will 
probably be a deterrent to equity financing, but in the near future 
it should not be a substantial deterrent to debt financing. The 
Federal debt does not enter into calculations of sound debt-equity 
relations or sound relations of fixed costs to income. Interest on 
debt is paid before the impact of the taxes which service the 
Federal debt. In deciding whether to borrow, the business man- 
ager will consider the prospective increment of income before 
income taxes. In deciding whether to sell stock, a management 
must consider prospective increment of income after income taxes. 
The limits on consumers incurring debts are the relation of the 
costs of carrying the debt to their income after taxes. The limit 
on house building depends upon the equities which prospective 
owners have, the prevailing financing-ratio standards and income 
after taxes of the prospective owners or occupiers. Only indirectly 
as the tax burden affects disposable income is the government debt 
significant. While the Federal debt cannot be ignored, it does not 
have the same direct quantitative relation to the flow of savings 
into investment in the form of debt as does the volume of private 
and state and local debt. 

Developments in the first four decades of this century give us 
some reason to believe that the savings of individuals will seek 
the form largely of loans or debt rather than equity investment. A 
propensity for savings to take the form of loans or debt was 
evident not only in the 1930’s but also in the 1920’s. 

During the first 20 years of the century, about 114 per cent of 
the national income regularly flowed into savings institutions. 
From 1923 to 1929, the proportion was each year about 3 per cent. 
In the stagnation of the 1930’s it was about 24 per cent. Thus 
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we see that there was a radical and evidentally permanent change 
about the time of World War I. 

Between 1920 and 1929, net private debt increased from 150 
per cent of national income to 190 per cent (Table II). During the 
8-year period, 1922-1929, net private debt in the United States 
increased $54 billion while net savings of individuals amounted to 
some $56 billion. While the data are not exact, some further pre- 
sumption of the great increase in debt as compared with equity is 
provided by the data of the National Industrial Conference Board, 
showing an increase of national wealth of only $40 billion between 
1921 and 1929.1 Taking these figures at face value, equity actually 
declined $13 billion during the period. 

Apart from capital gains, these figures suggest that equity in 
relation to debt must have decreased greatly. Since price levels 
were not rising and interest rates were not falling in the 20’s, 
real net capital gains, aside from stock market speculation, prob- 
ably were not'large. During that same period, 1922-1929, net 
urban construction, which is estimated at $28 billion,2 was accom- 
panied by a net increase of $25 billion? in urban mortgages. The 
debt of industrial corporations increased from 21 per cent to 26 
per cent of tangible assets in the 1922-1929 period. But the use of 
debt to finance business expansion is not limited to increase of 
corporate debt. Increases in debt to carry corporate stocks may, 
in effect, increase the financing of business through debt. Loans 
on the security of common stock should be given some weight in 
connection with the increase in corporate debt to get a true pic- 
ture of the extent to which investment was taking the form of debt. 

It is worthwhile to recall some of the increase in debt and the 
role of debt-holding institutions in the 1920’s. From the end of 
1920 to the end of 1930, savings in the life insurance companies 
increased 142 per cent; savings in the mutual savings banks 
increased 95 per cent; savings in the building and loan associations 
increased 262 per cent; the savings in the commercial banks 
increased 119 per cent; the urban mortgage holdings of the life 
insurance companies increased 347 per cent; and those of the com- 
mercial banks increased 137 per cent. 

The direct investment by savers in goods was probably a smaller 
proportion of total savings in the 1920’s than it had been in pre- 


1 National Industrial Conference Board, Private Long-term Debt and Inter- 
est in the United States, New York City, 1936, p. 58. 

2 Computed and estimated from Construction and Construction Material, 
U.S. Department of Commerce, August, 1946, 

2 Estimated from Survey of Current Business, September, 1946, pp. 13, 17, 
and Nationa! Industrial Conference Board, op. cit., p. 36. 
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vious decades and will probably be a small porportion now. The 
farmer, the house owner, and the small businessman are in a posi- 
tion to invest their savings directly in goods. Since the relative 
importance of all these groups has progressively declined, the 
opportunity for direct investment has also decreased. On the other 
hand, the savings of the salaried and wage workers, and all others 
not directly engaged in business, has increased as a proportion of 
total savings. The proportion of savings in the hands of persons 
not in a position to invest them directly in goods has increased. 
These persons have a considerable inclination to put their savings 
into debt securities rather than equity securities, and even more 
inclination to put them into the hands of financial institutions. 

The proportion of savings going into financial institutions was 
much greater in the 1920’s than before the first World War. There 
is considerable reason to suppose that the inclination of savers to 
place their funds in financial institutions in the era upon which 
we are entering will be just as great as, or greater than, it was in 
the 1920’s and 1930’s. Since these financial institutions are, for 
the most part, required by law or regulation to invest solely in 
debts, we had in the 1920’s a great demand for debts and a great 
stimulus to business managers, including those financing urban 
construction, to finance in the form of debt. 

The same influences which put the savings of the 20’s into debt 
operate a fortiori now. For example, the tax discriminations 
against equity are greater now than in the 1920’s. The proportion 
of wealth and savings in the hands of trustees is probably contin- 
ually increasing. The flow of funds seeking the debt form is not 
simply the savings of each year which are attempting to go into 
that form. It is also the old capital the owners of which are 
becoming less active or which is moving into the hands of trustees. 
After the property has moved into the hands of the trustees, it 
tends gradually to seek more and more conservative investments. 
The Securities Acts may give an advantage to debt financing. The 
financial institutions have been given a greater safety and attrac- 
tiveness. An expansion of these reasons for thinking that savings 
will tend to take the form primarily of debts is given below. There 
are some factors which may be working in the direction of a dispo- 
sition to put current savings into equities rather than debt. Most 
notable is the large volume of debt and deposits now held by the 
public. Since they hold such a large supply of this near-money, 
they may see fit to put additional savings into equities. However, 
it appears to me that the inflation has increased equities just as 
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much as the financing of the war has increased near-monies so 
that the dispositions of savers in allocating their funds have not 
been altered. 


The Disequilibrating Effects of Debt Financing 

The prospects for savings flowing into investment in an adequate 
volume, which have been discussed above, have resulted in consid- 
erable measure from the price inflation which has put us on a new 
price plateau. The price inflation has reduced the relation of debt 
to equities and to the dollar values of capital goods, and the rela- 
tion of debt carrying costs, both existent and prospective, to cur- 
rent and prospective dollar income. It is this increase in the rela- 
tive position of equity and decrease in debt servicing costs in 
relation to income which may permit us for a considerable period 
of time to finance a prosperity through a flow of savings primarily 
in the form of debt. But if we do not have a continually rising 
price level, a flow of savings primarily in the form of debt would 
constantly increase the outstanding volume of debt relative to 
equity and capital values and constantly increase debt costs in 
relation to income. This is a process which, in view of legal restric- 
tions and the canons of sound finance adhered to by lenders, cannot 
continue indefinitely. As the ratio of debt costs to income increases, 
savings can no longer flow in the form of debt in their accustomed 
volume. As the windfall equities of inflation become all used as a 
basis for expansion of investment through increase of debt in any 
major segment of the economy, the limits set by the canons of 
sound finance come into play. If savers continue their predilec- 
tions for debt, investment will dry up and depression will ensue. 
If the depression is accompanied by price collapse, the flow of sav- 
ings will be still further impeded by the resulting rapid deteriora- 
tion of the debt and debt cost ratios. 
+ As investment continues to be financed primarily through 
increases in debt, the ratio to equity of debt outstanding increases. 
As this process continues, the amount of free equity, equity which 
is not used as a basis for debt, declines. When prospective bor- 
rowers have no more free equity upon a basis of which to borrow, 
the investment process cannot continue on its established bases. 
Income recipients who have established habits of saving in the 
form of life insurance premiums, savings deposits, and the like, 
cannot be expected suddenly to shift their mode of investment from 
debt to equity. This is especially the case since the recognition 
that the debt-equity relation has reached proportions violating the 
canons of sound finance may not develop until some sporadic factor 
has touched off the spiral of deflation and depression. 
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The process whereby investment can take place through debt 
increase on a basis of the equity windfalls of inflation can occur 
in the housing and commercial construction field, in state and local 
government finance, in the consumer field, and in agriculture. 
There is some evidence that this flow of savings into investment in 
the form of debt, and the ultimate impossibility of continuing to 
increase debt and debt cost at such a rate in relation to equity 
and income, has been a feature of past prosperities and subsequent 
depressions. There is considerable evidence that in the 1920’s the 
relation of debt to equity and the relation of debt servicing costs 
to income were continually rising. This was particularly true in 
certain fields such as urban construction, durable consumer goods, 
and state and local government construction. In the 1930’s, the 
debt-equity and debt-cost-income relations became so high that it 
was difficult for an adequate investment to take the form of debt. 

Equity declined after 1929 both as a result of the net operating 
deficits after dividends, experienced by business as a whole, and 
because of the decline in the general price level. There was some 
decline in business indebtedness and a great decline in the indebt- 
edness secured by corporate stock, but these declines were not 
enough to offset the decline in equity. In the absence of any better 
measure, the relation of debt to disposable income may be used as 
a rough indication of the increased burden of debt in the 30’s. 

Urban real estate mortgages, which rose from 25 per cent of 
disposable income at the beginning of the 20’s to 40 per cent at the 
end of the decade were 70 per cent in 1932 (Table III.) (They did 
not fall below the 30 per cent level again until 1942. The present 
relation is about 20 per cent.) State and local debt which went 
from 9 to 17 per cent of disposable income during the 20’s was 38 
per cent in 1933. (It did not get back to the 1929 proportion until 
1942. Now below 10 per cent, it is in about the proportion of 1917- 
1920.) Long-term corporate debt, which was about 50 per cent 
of disposable income in 1918-1921, was about 60 per cent at the 
end of the 20’s. In 1930 and 1931, it had risen to 108 per cent. (It 
did not fall to the 1929 level until 1940 and to the 1918-1921 level 
until 1941. It is now below 30 per cent, by far the lowest propor- 
tion on record.) 

Private, state, and local debt rose from 165 per cent of disposable 
income in 1918-1920 to 220 per cent in 1928-1929. By 1932, it was 
330 per cent. (By 1936, it had fallen to its 1929 relationship. By 
1942, the ratio had regained the level of the early 20’s and is now 
lower than at any time on record.) 

When, in the depression, real estate mortgages were 70 per cent 
of disposable incomes, state and local debt 40 per cent, and cor- 
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porate debt 175 per cent, there was inadequate basis for savings 
to flow privately into investment in the form of either debt or 
equity. 

It is possibly worthy of note that the areas of capital outlay 
which showed most recovery from 1933 to 1937 were those which 
had the least burden of debt, the ones which financed propor- 
tionately least with debt in the 20’s, while the areas which were 
least able to recover were those which had financed in the greatest 
proportion with debt. Mining and manufacturing which had 
financed expansion in the greatest proportion with equity in the 
20’s had plant and equipment expenditures in 1937 of $3.0 billion 
compared with $3.5 billion in 1929.4 Construction, on the other 
hand, which had been above $8 billion each year in 1924-1928 
inclusive, and financed so largely by debts, debts which still bore 
so heavily on the area, reached only $4.2 billion in 1937.5 Resi- 
dential construction in 1937 was only about one-third of the annual 
value in the 20’s.6 Expenditures on private housing which were 
above $4 billion in every year 1923-1928 were $1.5 billion in 1937 
and in 1938.7 


Bankruptcy, business failures and foreclosures in the depres- 
sions of the past may not have been “just” but they probably did 


contribute to recovery. When the old owner was wiped out and 
the creditor became the owner, the debt was wiped out and there 
was a basis for new savings to flow into investment in the form of 
debt. It is true that the new owner was a more conservative 
fellow than the preceding owner, with less of a penchant for bor- 
rowing up to the hilt, but still a more favorable basis for expan- 
sion existed than when debt was extant up to the limit. The wiping 
out of debt through bankruptcy was probably never so effective as 
a stimulant to the flow of savings into investment as inflation, 
since it was never so thorough-going, and it put the new equity 
into the hands of a less progressive class of people than does an 
inflation. Nevertheless, the bankruptcies probably did to a degree 
serve the purpose of reducing the relation of debt to equity and 
were probably better than no cure whatsoever. 

Bankruptcy as a corrective for over-indebtedness of the economy 
is tending to decline. To the extent that the foreclosing creditor 

4 Investigation of Concentration of Economic Power, Hearings before the 
Temporary National Economic Committee, 76th Cong., 1st sess., May 1939, on 


Pub. Res. 113 (75th Cong.). Pt. 9, Savings and Investment, (Washington, 
Supt. Does., 1940), p. 4012. 


5 Ibid., p. 4009. 
6 Ibid., p. 3517. 
7 Ibid, p. 401. 
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is a financial institution which cannot invest in equities and must 
dispose at the first opportunity of real property acquired through 
foreclosure, the bankruptcy device is probably not a very effective 
recovery device; and to an increasing degree, the potential fore- 
closures have become financial institutions. 

At the same time, public opinion appears to have been becoming 
progressively less sympathetic with, or tolerant toward, fore- 
closure. Farmers use force to prevent foreclosure sales and city 
dwellers use force to prevent evictions. The representatives of 
the people provide public institutions for the refinancing of debt 
which otherwise would be foreclosed. Thus, the incubus of debt 
remains largely intact, and there is a reduced basis for new savings 
flowing into investment. Bankruptcies and foreclosures in the 
heyday of the free enterprise system wiped out not equities but 
debt, and were an important contribution to turn from depression 
to prosperity, and to affording a basis for financing the prosperity. 
In the 1930’s, the operation of the device was strictly limited. There 
is every reason to suppose that, if we finance a new prosperity 
now upon a basis of a great expansion of debt, when economic col- 
lapse again comes, foreclosure and bankruptcy will not be per- 
mitted to play their traditional role in bringing about a recovery. 
Since we will be lacking one of the chief traditional means for 
achieving recovery, it is all the more important that we carry on 
our prosperity in a manner which will not lead to a collapse. 

It is frequently said that the boom of the 1920’s was a result of 
World War I and especially that the collapse of 1929 was a result 
of the war. The analysis of this paper suggests that the unstable 
character of the boom and the collapse resulted in considerable 
part from the combination of the simultaneous “need” for invest- 
ment in many fields and the nature of our financial institutions. If 
the investment of the 20’s had been financed through equities, con- 
tribution would have been made to preventing the 1929 collapse 
and the stagnation of the 30’s, and consequently, it cannot be said 
that the collapse was an inevitable result of the war. Likewise, 
if the savings of the post-1945 prosperity could flow adequately in 
the form of equity a contribution might be made to insuring that 
the inflation of World War II and the possible subsequent invest- 
ment boom would not lead to collapse comparable to 1929-1933. 

In the period 1900-1914, there was a continual equity windfall 
due to the price inflation. Upon a basis of this increasing equity, 
it was possible for savings to flow into investment to a large 
extent in the form of debt without the relations of debt to equity 
or of debt cost to income deteriorating. It is probably futile to 





28 THE JOURNAL OF FINANCE 


look further back into the 19th century for confirmation of the 
thesis that in considerable measure the investments of high pros- 
perities have been financed by a flow of savings in the form of 
debt, made possible by preceding or simultaneous inflation, and 
that depression tended to develop as the debt-equity and debt 
cost-income relations deteriorated. The statistics are bad and the 
modern tendency for savings to take the debt form had not devel- 
oped so fully. Nevertheless, there is some evidence of the process 
in the 19th century. 

During the past 25 years, there has been a growing use of the 
amortization provision in connection with many different types of 
loans. Consumer loans, housing loans, agricultural loans, and 
many business loans are amortized. In many respects, these pro- 
visions are no doubt sound, both from the standpoint of the parties 
involved and from the social standpoint. Certainly, loans which 
seriously depend upon liens on specific property for their security 
need to be paid off in proportion to depreciation. 

It might be supposed that the development of amortization 
practice would prevent debt from becoming inordinately high, but 
this is not the case. Insofar as amortization is simply pari passu 
with depreciation, there is no improvement in the debt-equity rela- 
tion. Insofar as the proportion of equity in the security does grow 
with amortization, the owner is free to trade in the security on a 
new or higher priced piece of property, reducing the debt-equity 
relation to its initial position. The widespread use of amortization 
probably does not reduce the total volume of debt below what it 
otherwise would be, and it does not improve the overall debt-equity 
relation. 

Indeed, the use of the amortization provision may contribute to 
business fluctuations. In time of boom, the nicely calculated 
amortization provisions make lenders feel that they can safely 
lend a greater proportion of value than they otherwise could. The 
use of amortization has been used to justify business loans, house 
loans, and other durable consumer goods loans of a higher relation 
to value of property than otherwise would have been countenanced 
by creditors. The practice increases the extent to which the boom 
is financed by debt. While the amortization provisions probably 
contribute to collapse by increasing the extent to which the boom 
was financed by debt, they also contribute to the progressive effect 
of the collapse. In the same way that customary accounting prac- 
tices over-provide for depreciation during depression and thus 
understate profits, so amortization makes over-provision for repay- 
ment. Net repayment of debt under the provisions of the amorti- 
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zation agreements shuts off the sale of durable commodities more 
than would otherwise be the case. 

Accounting practices probably contribute to investment in the 
form of debt in time of boom and impede the flow of investment 
in depression. In the inflation of 1914-1922, accounting allowances 
did not adequately cover the true economic depreciation.’ Conse- 
quently, it appeared that there was an even greater increase in 
equity than really did occur as a result of the inflation and there- 
fore, a greater basis for debt growth than was really the case. 
This was an extra temporary stimulus to prosperity through debt, 
but as the realities of the inadequate depreciation became existant 
as time went on, there was an additional force making for reaction. 

As the depression and price deflation of the 30’s progressed, 
accounting allowances for depreciation were too large, equity and 
earnings appeared to be less than they really were and investment 
of new savings was discouraged. Now that we have had a new 
inflation, recent and current depreciation charges again tend to be 
too low, earnings appear higher than they really are, and there is 
an unwarranted stimulus to the incurrence of debt. 

The increase in the ratio of debt to equity and of debt servicing 
cost to income in general or in some segments of the economy may 
or may not have been an immediate initiating force in connection 
with various depressions of the past, particularly the collapse 
beginning in 1929. But if the flow of savings into investment pri- 
marily in the form of debt was a process which made the pros- 
perity more and more precarious, and if, when any factors what- 
soever caused a downturn in income or prices, these ratios came 
into play to impede the investment process, it may be said that 
the form of the savings-investment process in the prosperity was 
a prime cause of the depression, as well as of its depth and extent. 
The way in which a large amount of debt in relation to capital 
values and equities, and of debt charges in relation to income, con- 
tributes to the progressive stages of depression has been widely 
recognized. Any steps to reduce this factor in any future depres- 
sion are well worth taking. Now, before non-Federal debt 
experiences a large growth, is the time for action. 

The relation of debt to prosperity and depression has been most 
fully developed by Professor Irving Fisher. I believe his position 
in 1932 and 1933 was sound and has deserved more attention than 
it has received. But in a sense, his analysis was futile then and 
has waited 17 years for a time when action could be based upon it. 
When Professor Fisher made his analysis, we had incurred the 
8 Ibid., p. 3539. 
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debt, had had the boom, and were experiencing the depression. If 
debt had caused the prosperity to be an unsound one, and had 
contributed to the depth and extent of the depression, it was too 
late to do anything directly about the matter. Now we are ina 
position to do something. We can finance a few years of boom 
through the flow of savings in the form of debt, or we can take 
steps to permit savings to take the form of equity to a sufficient 
extent that the debt-equity relation and the debt cost-income rela- 
tion will not continually deteriorate. 


Reforms 

Disequilibrium in the economic system has_always been promoted 
by a tendency for savings to take the form oi debt to an unhealthy 
extent, a tendency offset at times by bankruptcies or monetary 
inflation. This tendency was much stronger in the 1920’s than in 
previous times. It is probably still stronger now. We are faced 
with the necessity of attempting to counteract the factors which 
have intensified these tendencies since 1929, the factors which 
developed between ante- and post-World War I, and the pre-World 
War I tendencies. 

The question then is, what steps can we take to cause savings 
to flow into investment more in the form of equity and less in the 
form of debt? I shall undertake here only to catalogue some of 
the approaches which may be explored. Generally speaking, we 
need to look at the factors which have caused saving to take 
increasingly the form of debt and attempt to see what can be done 
to reverse the trend. 

The nature of the tax structure probably does more than any 
other one factor to make equities unattractive. In considering tax 
reform, major consideration should be given to the effect of our 
tax structure upon the debt-equity relation. It is probably not 
entirely accident that the tendency of saving to take the form of 
debt, and investment in savings institutions, has apparently been 
so much greater since adoption of income taxes and death taxes. 
Entirely aside from the increased volume of taxes in relation to 
national income, developments in the tax structure since the 1920’s 
have probably increased the tax discriminations against a flow of 
savings into equity. 

In the tax field, therefore, it is necessary that we not be satisfied 
with making the tax structure no worse than it was in the 1920's, 
first, because the tendency for savings to flow into debt in the 
1920’s was inordinate, and, second, because the great tax burden 
of the present makes a bad tax system far more inimical to 
equities than was the case in the 1920's. 
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Something should be done to eliminate the double taxation of 
dividends. Devices for averaging erratic personal incomes over a 
period of several years, and devices for permitting business to 
carry forward losses for a number of years are urgently needed. 
Every step possible must be taken so to alter the tax structure as 
to avoid causing property to be placed in the hands of trustees 
where it tends to take the form of debt rather than of equity. 
Reforms in connection with tax exempt bonds and local tax restric- 
tions should contribute to the equity faction of our financial struc- 
ture as compared with debt. 


Consideration should be given to subjecting income from equities 
to relatively favorable tax rates. Let us say that property income 
in general should bear the same total tax burden as though there 
were no distinction among types of income. The tax on income 
from debt would be at a higher rate than taxes on other income. 
The rate on income from equities and on capital gains would be 
taxed at a lower rate than other income. This procedure would 
not be permitted to discriminate either against or in favor of 
property income. It would simply be a sharp reversal of the pres- 
ent system of favoring income from debt. An alternative which 
would be a great improvement over the present situation would be 
one in which income from debt was taxed at a higher rate than 
other income and income from equity was taxed at the same rate 
as other income. The objection will no doubt be made that appli- 
cation of this proposal would meet with great administrative dif- 
ficulties. I nevertheless believe that the possibilities of overcoming 
these difficulties should be thoroughly explored. Income from 
investment in life insurance policies and annuities, whether imme- 
diately realized or not, should probably be subjected to the same 
' tax rate as income from other debt. 

Second only to the field of tax reform in making equity invest- 
ment attractive is reconsideration of the controls which we exercise 
over our financial institutions. We have done everything in our 
power to attract savings into financial institutions. We guarantee 
cr insure their liabilities. We provide public examination of their 
operations. Guarantee of the liabilities of savings institutions may 
cause a larger percentage of savings to flow into them than was 
previously the case. The practice of guaranteeing or insuring the 
assets of financial institutions probably contributes to the use of 
the debt form. Possibly, we should exercise a more rigorous con- 
trol over the lending of these institutions in time of prosperity in 
order to keep down the volume of debt. 
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At the same time, it may be that we need to go much further 
than we have done so far in permitting the savings institutions to 
invest in equities. Investment by savings institutions in housing 
seems to me to be a movement which should be pushed much more 
rapidly than has been the case to date. Investment by these insti- 
tutions in common stock is also indicated. Serious consideration 
needs to be given to the rules which should govern their investment 
in common stocks, but the basic ends in view will fail of accom- 
plishment if these rules are too strict. 

Indirectly, a main purpose of relaxation of the rules governing 
investments of savings institutions is the protection of their own 
creditors, the savers. When a large proportion of the savings of 
the country attempts to flow into high-grade non-Federal debt, a 
disequilibrating force is set up which threatens the safety of the 
savings. On the other hand, if a reasonable proportion of savings 
can flow into equities, a great deal of support will be given to main- 
taining the stability of savings institutions and the safety of sav- 
ings. Some of the reforms which followed the Armstrong inves- 
tigation of 1905 may, from the perspective of 40 years have been 
socially far more harmful than helpful. 

As a tentative suggestion for the rules governing investment in 
equities by the savings institutions, they might be permitted to 
invest up to 50 per cent of the increment of their funds in equities. 
They should be restricted to investment for yield and prohibited 
from speculative trading. There is considerable question whether 
the savings institutions should be permitted to vote the common 
stock which they would acquire. Until some definitely dangerous 
tendencies might appear, rules concerning the quality of the assets 
acquired should be kept to a minimum. The near-term danger is 
that the managers of financial institutions will refrain from invest- 
ing adequately in equities, not that they will invest radically. 

Limitation of debt expansion in all fields may be desirable so 
long as prosperity can be maintained without it. Consumer debt, 
state and local debt, and real estate mortgages might probably be 
held within strict limits so long as we can maintain high employ- 
ment without their expansion. 

The present lack of effective limitations upon expansion of com- 
mercial bank credit may constitute a further basis for a debt 
financed boom. To the extent that such a boom may be financed 
by bank created credit, it will surely be even more unhealthy than 
one financed merely by savings flowing into investment in the form 
of debt. The expansion potentialities of the commercial banks 
can finance a wilder boom which will operate more erratically. 
The expansion process would probably come to an end more sud- 
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denly and this credit would be then subject to destruction. It may 
be argued that commercial bank expansion could be the basis of 
chronic price inflation which would supply windfall equities in a 
manner comparable to the experience of 1896-1916. However, 
mechanisms for assuring that such an inflation would be gradual 
and steady do not appear to be available; the political possibilities 
of planned inflation are dubious; and the ethics of robbery of 
creditors by inflation are the same as they always have been. 

Finally we must consider a variety of factors which need to be 
examined in canvassing the field for means to get an adequate pro- 
portion of savings into equities. The securities laws, both state 
and national, need to be critically re-examined. Consideration 
needs to be given to whether the state securities laws in effect dis- 
criminate against equities, and whether the Federal acts encourage 
direct placement at the expense of equities. The principle needs 
to be laid down that government projects in competition with 
private business will be given no tax or other financial advantage. 

A particularly impressive development of recent decades has 
been the increase in proportion of savings going into life insurance 
companies. There may be possibilities for effecting this trend 
without interfering with the eminently socially desirable function 
of maintaining income of dependents after death of the insured 
income earner. For example, premiums might be based upon life 
expectancy tables, which would result in smaller dividends and 
consequently a reduced amount of dividends left in the companies. 

In conclusion, I think there is a good chance that we can have 
adequate investment for a great prosperity for several years. There 
is a good chance that as our inventory boom falls off we will still 
have our durable consumer goods boom; as that boom declines, we 
will still have our housing boom; as the housing boom declines, we 
may get a local public investment boom or a new industry boom. 
Finally, we will get the benefit of the secondary booms in these 
various fields. But no matter how fortunate we may be in avoiding 
simultaneity of the peaks and declines of these various investment 
cycles, if we finance the investment largely with debt, the invest- 
ment can only go on while we are spreading thin our windfall 
equity. When that is used up, we may face a depression like that 
of the years following 1929. The possibilities for maintaining 
adequate investment will be immeasurably increased if we can take 
steps which will permit growth of equity investment in reasonable 
relation to debt investment in every important economic sector. 

* * * + * 

Following the foregoing two papers there was a period of dis- 

cussion led by Stanley E. Howard of Princeton University. 








NONFARM REAL ESTATE FINANCE 


By DONALD S. THOMPSON 
Vice-President, Federal Reserve Bank of Cleveland 


Importance of Real Estate Lending—Next to food, shelter is 
probably the most fundamental requirement of man. Modern civil- 
ization has added clothing to the list of fundamental wants, but 
primitive man undoubtedly was interested first in food and, second, 
in shelter. The provision of shelter for housing and for manu- 
facturing, trade and business is, therefore, of utmost importance 
to the economic system. Similarly, the financing of this shelter 
constitutes one of the most important fields of finance. 

At the close of June 1946, the volume of obligations secured by 
real estate mortgages amounted to more than $38 billion, or more 
than one-fourth of all private debts in the land. As of the close of 
the year it probably exceeded $40 billion. The total amount of in- 
terest paid on this mortgage debt at the present time probably 
ranges from $114 to $2 billion per annum. Most of the mortgage 
debt is held by private lenders. Of the $38 billion on June 30, 
1946, the commercial banks held nearly $6 billion or about 15 per 
cent and the savings banks about $41, billion or about 11 per 
cent, while life insurance companies and building and loan associa- 
tions each held about $61% billion or about 17 per cent. About 
$21 billion of the mortgage obligations were held by Federal 
agencies, chiefly the Federal Land Banks and the HOLC. 

Of the $38 billion of mortgages, about $5 billion was on farm 
land and the remainder, about $33 billion, was on non-farm prop- 
erties. 

Development of Present Situation—From 1940 to 1945 the num- 
ber of occupied nonfarm dwelling units increased by 344 million, 
or an average of about 630,000 units per year. This compares 
with an average increase of about 450,000 per year in occupied 
nonfarm dwelling units during the decade of the Thirties and an 
average of less than 600,000 per year during the decade of the 
Twenties. The figures are shown in the following table and ac- 


companying chart:  o¢cypiey DweLLING UNITS 


(in thousands) 


Total Nonfarm Farm 
1900 15,964 10,274 5,690 
1910 20,256 14,132 6,124 
1920 24,352 17,600 6,751 
1930 29,905 23,300 6,605 
1940 34,855 27,748 7,107 
1945 37,600 31,281 6,319 


Source: Bureau of Census—Statistical Abstract 1944-45, p. 910; Housing 
Census, 1940, Volume II, Part 1, United States Summary, Table II, p. 3; and 
Special Reports Series H-46, No. 1. 

(These data are not strictly comparable throughout the entire period but 
they probably give a fair indication of the trend.) 
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The data for 1945 are based on a sample survey and are subject 
to the errors of sampling which for totals are probably not unduly 
large. They show that the supply of dwelling units was increased 
during the five-year rearmament and war period at a more rapid 
rate than during any preceding decade of the Twentieth Century. 


OCCUPIED NONFARM DWELLING UNITS 
AVERAGE ANNUAL INCREASE 




















OCCUPIED DWELLING UNITS 


MILLIONS OF UNITS 





Notwithstanding the record-breaking increase in supply, the im- 
provement in quality of dwelling units through completion of 
major repairs, and the induction into the armed forces of about 
12,000,000 persons, a severe housing shortage developed which, by 
the close of 1945, had become almost the major political issue of 
the day. Many returning veterans have experienced difficulty in 
finding places in which to establish homes, and urban real estate 
prices have been rising. 
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The development of this shortage during a record-breaking ex- 


pansion in the number of occupied dwelling units may be attrib- 
uted to five closely related factors: 


1. An unprecedented growth of incomes. 


2. A “spreading out” or “thinning out” of families among the 


available dwelling units, a trend made possible by higher in- 
comes. 


3. An increased rate of family formation. 


4. The character of rental and housing controls imposed as a 
wartime necessity. 


. The ready availability of relatively cheap money for finan- 
cing the purchase of real estate. 


Unprecedented Growth in Incomes—In 1940, income payments 
to individuals amounted to about $76 billion. The volume of in- 
come payments increased sharply each year thereafter until it 
reached the level of $160 billion in 1945, double that of 1940. Even 
though taxes also increased and a much higher proportion of in- 
come was put into savings during the war years, consumers’ dis- 
bursements for goods and services, including housing and shelter 
(but not repayment of mortgage debts) increased by 60 per cent 
or from about $65 billion in 1940 to about $105 billion in 1945. 
During 1946, consumer expenditures were higher than in any other 
year of record, increasing further the pressure on available hous- 
ing. 

The growth in incomes appears to have been general throughout 
the income scale. Individuals who generally have very low in- 
comes received larger incomes, and those farther up the income 
scale also received much larger incomes. While the data are not 
too reliable, nonetheless it appears pretty clear that fewer persons 
or family units received low incomes while the number receiving 
incomes in excess of $2,000 - $3,000 increased. 


Spreading Out of Families—This expansion in incomes occurred 
at a time when the supply of consumer goods and services was re- 
stricted, when supplies were rationed, and when prices of most 
consumers’ goods were controlled and rents were frozen. As a* 
consequence, those who received higher incomes had more money to 
spend on housing and sought better accommodations than they had 
heretofore been able to afford. There was a reduction in the num- 
ber of tenant-occupied low-rental units and an increase in the 
number of tenant-occupied high rental units. 
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The changes are shown in the following table and accompanying 
chart: 


DISTRIBUTION OF TENANT-OCCUPIED URBAN AND RURAL NONFARM DWELLING 
UNITS ACCORDING TO CONTRACT MONTHLY RENT: 1945 AND 1940 


Estimated Number Increase, 1940-1945 Percent 
1945 1940 Number Percent 1945 1940 
15,430,000 16,335,000 —932,000 -— 5.7 100.0 100.0 
Unit with 
Monthly Rent of: 
Under $ 5 251,000 900,000 649,000 -—T72.1 . 5.5 
$5 991,000 1,962,000 -—971,000 -—49.5 ‘ 12.0 
$10 scan 1,518,000 2,305,000  —787,000 -—34.1 : 14.1 
$15 1,790,000 2,238,000 —448,000 -—20.0 : 13.7 
$20 1,812,000 2,031,000 -—219,000 -—10.8 , 12.4 
$25 1,979,000 1,854,000 125,000 6.7 : 11.3 
$30 3,488,000 2,546,000 942,000 37.0 
$40 2,066,000 1,310,000 756000 57.7 
$50 or more.. 1,508,000 1,189,000 319,000 26.8 
Source: Bureau of the Census, Special Reports—Housing, 
Series H-46, No. 1, Table 13. 


NUMBER OF RENTED NONFARM DWELLING UNITS 
PERCENTAGE CHANGE 1940 - 1945 


PERCENT 


: 
! — 
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The table and chart show reductions in the number of units 
renting for less than $25, whereas gains occurred in the number 
renting for $25 or more. Furthermore, the decreases recorded in 
the number of units under $25 were particularly sharp in the low- 
est rental categories. In the over $25 brackets, the largest gains 
occurred in the $40 - $49 classification. 

The largest number of units in any class was in the group rent- 
ing for $30 - $39. Nearly one-fourth of all rental units was in this 
class and the number showed an increase of 37 per cent over 1940. 

People not only demanded more expensive places in which to 
live; they also demanded more space and put fewer persons in that 
space. One- and two-room units were reduced sharply in number 
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(by 34 million) while the number of 3, 4, 5, and 6-room units in- 
creased substantially (4 million). This includes both owner-occu- 
pied and tenant-occupied or rented units. The data are shown in 
the following table and accompanying chart: 


DISTRIBUTION OF OCCUPIED URBAN AND RURAL NONFARM DWELLING UNITS 
By NUMBER OF RooMS: 1945 AND 1940 


Estimated Number Increase, 1940-1945 Percent 
1945 1940 Number Percent 1945 1940 
31,281,000 27,748,000 3,533,000 12.7 100.0 100.0 


Number of 
Rooms in Unit: 


560,000 994,000 434,000 —43.7 1.79 3.58 
2,009,000 2,288,000 —279,000 -—12.2 6.42 8.25 
4,622,000 3,909,000 713,000 18.2 14.77 14.08 
6,064,000 5,055,000 1,009,000 20.0 19.38 18.22 
7,573,000 5,908,000 1,665,000 28.2 24.20 21.29 
5,888,000 5,094,000 794,000 15.6 18.82 18.36 
2,399,000 2,129,000 270,000 12.7 7.67 1.67 
2,166,000 2,371,000 -—205,000 — 8.7 6.92 8.54 


Source: Bureau of the Census, Special Reports—Housing, 
Series H-46, No. 1, Table 11. 
SIZE OF OCCUPIED DWELLING UNITS 
PERCENTAGE CHANGE 1940 - 1945 


INCREASE 


DECREASE ——p>}4—— INCREASE 
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The number of persons per dwelling unit was reduced. The 
number of units occupied by one or two persons increased sharply 
(about 30 per cent—that was an increase of more than 214 million 
units). The number occupied by three and four persons increased 
by 14 per cent or 114 million, while the number occupied by six or 
more persons declined substantially (22 per cent or 800,000 units). 
The data are shown in the following table and in the accompanying 
chart: 
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DISTRIBUTION OF OCCUPIED URBAN AND RURAL NONFARM DWELLING UNITS 
By SIZE AND HOUSEHOLD: 1945 AND 1940 


Estimated Number Increase, 1940-1945 Percent 

1945 1940 Number Percent 1945 1940 
THT ei............ 31,281,000 27,748,000 3,533,000 12.7 100.0 100.0 
Number of 
Persons in 
Household: 
1 person .......... 3,158,000 2,316,000 842,000 36.3 10.1 8.3 
2 persons.......... 9,044,000 7,242,000 1,802,000 24.8 28.9 26.1 
8 persons.......... 7,330,000 6,383,000 947,000 14.8 23.4 23.0 
4 persons.......... 5,693,000 5,063,000 630,000 12.4 18.2 18.3 
5 persons.......... 3,198,000 3,066,000 132,000 4.3 10.2 11.1 
6 persons.......... 1,522,000 1,704,000 —182,000 -10.7 4.9 6.1 
7 persons.......... 672,000 912,000 -—240,000 —26.3 22 3.3 
8 or more.......... 664,000 1,062,000 -—398,000 -—37.i 21 3.8 


Source: Bureau of the Census, Special Reports—Housing, 
Series H-46, No. 1, Table 10. 


SIZE OF HOUSEHOLDS 
PERCENTAGE CHANGE 1940 - 1945 





DECREASE —»|4— IncREASE 
DECREASE ——>}4—— INCRE ASE 


As a result of these changes in occupancy of existing dwelling 
units available space was used much less intensively at the close 
of 1945 than in prewar years. From 1940 to 1945, there was an 
increase of 36 per cent, or more than 3 million, in the number of 
dwelling units with 4 or less persons per room. These units con- 
stituted 2/5 of all occupied dwelling units. Eighty-seven per cent 
of all occupied dwelling units were occupied by one or less persons 
per room. All of the increase in dwelling units was in those occu- 
pied by one or less persons per room. These units increased by 
4% million. The number of dwelling units occupied by more than 
one person per room was reduced by one million. The figures are 
presented in the following table and the changes are shown in the 
accompanying chart: 
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DISTRIBUTION OF OCCUPIED URBAN AND RURAL NONFARM DWELLING UNITS 
ACCORDING TO NUMBER OF PERSONS PER ROOM: 1945 AND 1940 


Estimated Number Increase, 1940-1945 Percent 


1945 1940 Number Percent 1945 1940 
TOTAL............. 31,281,000 27,748,000 3,533,000 12.7 100.0 100.0 


Number of 

Persons per 

Room: 

0.50 or less ....... 12,109,000 8,888,000 3,221,000 36.23 38.71 
0.51 to 1.00 ...... 15,197,000 13,972,000 1,225,000 8.76 48.58 
1.01 to 1.50 2,712,000 2,908,000 —196,000 —- 673 8.67 
1.51 or more.... 1,263,000 1,980,000 —717,000 —36.22 4.04 


Source: Bureau of the Census, Special Reports—Housing, 
Series H-46, No. 1, Table 12. 


PERSONS PER ROOM 
PERCENTAGE CHANGE 1940 - 1945 
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The spreading out reflected in part the ability of many families, 
members of which had been inducted into the armed services, to 
maintain themselves in their original quarters and in part a ten- 
dency of some to maintain dwellings in more than one place be- 
cause of their war work. It also reflected the efforts of many 
whose incomes had increased to improve their standards of living. 
The return of veterans to civilian life and the release of others 
from war work during 1946 served on the one hand to increase 
again the rate of intensity of occupancy, and on the other, to in- 
crease substantially the demand for additional housing, and the 
price rise in urban real estate which had been substantial during 
the war was accelerated. 


Increased Rate of Family Formation—Unfortunately, statistical 
data are not available to show the real rate of family formation, 
but the weight of opinion and of evidence indicates that the rate of 
family formation has been much higher since 1920 than in the 
preceding two decades. While not all new families formed seek 
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separate dwelling units, an increase in the number of families 
would accentuate the demand for housing. New families are gen- 
erally small in size. An unusual increase in their number there- 
fore would tend to contribute to the spreading out or thinning out 
noted above. 


Character of Rental and Housing Controls—Population shifts 
accompanying industrial conversion to a wartime basis, coupled 
with expanding incomes and purchasing power, had increased the 
demand for housing accommodations during the war. 

Several alternatives were available for allocating the existing 
supply of housing of which the following represented the two ex- 
tremes: 

1. Rents could have been left free to rise until they ab- 
sorbed the ability of people to pay more so that every- 
one would have found shelter at some price. Con- 
currently with this, of course, real estate prices would 
have been left free to rise. This would have been 
the traditional method of allocating resources through 
the price mechanism. The objection to this device 
was that it would have led to competitive bidding for 
resources needed in the war effort. Some form of 
housing control was necessary in order to prevent an 
undue diversion of productive resources from war 
purposes to housing. Construction was therefore con- 
trolled by a system of priorities. 

. At the opposite extreme rents and sales prices could 
have been controlled and the existing supply of dwell- 
ings could have been rationed to assure the housing 
of the population. 

Actually neither of these extreme but logically consistent courses 
was taken. The nature of the compromises adopted has resulted 
in a real estate boom of record proportions. Rents were con- 
trolled, but people were left free with higher incomes to seek more 
spacious quarters. 

The resulting pressure on facilities led to increased demand for 
non-rental housing. While rents were controlled, sales and sales 
prices were not, and prices of non-rental properties increased. Ad- 
vancing prices for real estate coupled with rigid rent controls led 
to the sale of properties heretofore held for rent as investment 
property. As a consequence, the supply of rental units was re- 
duced.1 While the total number of occupied nonfarm dwelling 


1 An additional factor that may have affected some decisions was that the 
profits from sales of real estate were taxed at the geese cay rates of capital 
gains, whereas the rents received were taxed at high wartime income tax rates. 
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units increased from 1940 to 1945 by 3,500,000, the number occu- 
pied by tenants was actually reduced by 922,000, while the number 
occupied by owners increased by nearly 4,500,000. The proportion 
of dwelling units that were owner-occupied has increased from 
about 40 per cent in 1940 to over 50 per cent in 1945, while the 
proportion occupied by tenants has been reduced from about 60 
per cent to less than 50 per cent. 

The rigid pattern of rent controls has served to discourage post- 
war building of multi-family structures, which are the most effec- 
tive means of dealing with a housing shortage. Most of the de- 
mand is also for rental housing, but most of the new housing ap- 
pears to have been for owner occupancy. 

Finally, the initiation in 1945 and early 1946:of an overly am- 
bitious building program in terms of existing materiel and person- 
nel exhausted our short supplies on numerous starts which now 
remain unfinished so that the stock of completed dwelling units 
now available is smaller than would have been the case had it been 
possible to undertake a more restrained program conceived in 
terms of ability to complete units. 

Availability of Cheap Money—The expansion of deposits and 
savings resulting primarily from deficit financing placed mortgage 
lenders in supply of large quantities of funds to invest. 

As of today, non-governmental institutional lenders alone have 
a mortgage lending capacity at least double their actual holdings 
and would gladly expand their portfolios if they thought they could 
do so with a reasonable expectation of getting their money back 
sometime or other. At the same time, Federal insurance and 
guaranty provisions for reducing the risk of mortgage lending 
have been liberalized. The G. I. Bill of Rights has been enacted 
with guaranty provisions to help veterans acquire homes. 

These developments have driven interest rates on mortgage loans 
down and increased further the already expanded purchasing 
power available for expenditures on shelter. This purchasing 
power has been increased not only by the expansion in incomes 
and the reduction in interest rates, but also by a lengthening of 
maturities necessitating smaller payments for debt service. Put 
in other terms, consumers have been able to capitalize their month- 
ly expenditures into larger and larger amounts. 

The Present Situation—These forces have generated a real 
estate boom of record proportions and unique characteristics. The 
boom has been accompanied by a very high level of building activ- 
ity as measured by starts, but a very low level of output as meas- 
ured by completions. More than one million dwelling units were 
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started during 1946. That figure includes conventional houses, fac- 
tory-built houses, trailers, and structures to be reconditioned or re- 
modeled for use as dwellings including temporary reuse. While 
the number of permanent units started was less in 1946 than in 
1925, the peak year of the 1920 boom, the number of permanent 
and temporary units started appears to have been higher in 1946 
than in any other year.2 The number of completions, however, was 
only about 650,000 for 1946. A large number, possibly one-fifth 
or more, of these completions represented starts in 1945. 

Apparently in housing as in other industries, we have been ac- 
cumulating a sizeable inventory of “goods in process.” The num- 
ber of units of all types now in process probably exceeds 500,000 
and might be as high as 800,000. Many of these units have been 
in process for some time. In housing this becomes a very costly 
inventory. One wonders what might happen to the present boom 
market where houses are selling at substantially above replacement 
costs if building materials were to become plentiful and these many 
partly-built structures were to be completed and to come onto the 
market in a relatively short space of time. In such a circumstance, 
completion in one year of 1144 million or more dwelling units at 
costs well below current selling prices would not appear to be too 
improbable. 

The present boom market is also characterized by a higher level 
of real estate transfers than ever before recorded; by sharply ad- 
vancing prices; and by a rapid expansion in mortgage debt at a 
time when the supply of properties is expanding very slowly. 

The expansion in nonfarm real estate debt has been more rapid 
in 1946 than in any other year on record. This growth in debt 
without a corresponding increase in new properties to be financed 
can mean only one thing — people are taking their money out of 
nonfarm real estate and the lenders are putting it in. 

People are buying real estate; but they are borrowing to do it. 
The persons to whom they pay the money are taking that money 
out of real estate. The seller may put his money back into real 
estate, but that only means that someone else takes the money out. 
While some of the money may be used to pay off a previous mort- 
gage, if the total of mortgage debt outstanding increases, the 
money is being taken out of real estate by investors more rapidly 
than it is being put in. Under such circumstances the lenders are 
assuming greater and greater proportions of the risks. 

If the expansion in mortgage loans accompanies the financing of 
new properties, the money that is “taken out” of real estate is used 


2In proportion to the total number of family units, activity was not as high 
in 1946 as in the building boom of the Twenties. 
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directly to pay for wages, for materials and for the enterprising 
effort that produced the structures. However, when the expansion 
in loans is predicated upon transfers of existing properties at ever 
higher prices, the money that is “taken out” of real estate is not 
used directly for productive purposes. The real wealth of the na- 
tion has not been increased, but the lenders’ risk has. 

It is difficult to measure the extent of price advances of non- 
farm real estate. Costs of construction are higher now than they 
were in the twenties and four- to eight-room houses generally have 
been selling at prices substantially above replacement costs less de- 
preciation. The greatest rise in prices has been in the class of 
home that could qualify for purchase by veterans under provisions 
of the G. I. Bill of Rights. When the supply of dwelling units in- 
creases or the demand for housing decreases, these prices will de- 
cline to the level of reproduction costs and ultimately, because of 
the character of much of the construction of these smaller units, 
may go to fairly substantial discounts below reproduction costs of 
new similar sized units. Larger, more expensive structures have 
not participated in the boom to the extent characteristic of the 
smaller structures. 

I do not pretend to have enumerated all of the factors contrib- 
uting to the present situation. I do think, however, that those we 
have just reviewed are the most important ones. They explain 
why the proportion of dwelling units that are owner-occupied has 
increased from about 40 per cent in 1940 to over 50 per cent in 
1945, while the proportion occupied by tenants has been reduced 
from about 60 per cent to less than 50 per cent, and why prices 
for existing houses have risen so sharply over the past five or six 
years. 

Costs, Risks, and Yields—-What is the position of the mortgage 
lender today? Just what does he get for his money? Today, 
characteristically, he is making loans on an amortized basis for 
periods of from 10 to 20 years, with interest at 4 per cent to 414 
or even 5 per cent, and with or without provision for mortgage in- 
surance or a partial Government guaranty. 

How much does it cost a lender to put these loans on his books 
and to service them? What risks is he assuming and what allow- 
ance should he make for those risks? Very little is known about 
costs, about risks, and about actual yield experience. Many lenders 
have painful memories of sad experience. A few have reduced that 
experience to quantitative terms and can tell us what their rate of 
loss has been over a period of years. And a few have data regard- 
ing their costs. But almost no information of this type is avail- 
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able publicly. The National Bureau of Economic Research is cur- 
rently engaged in such a study, but it will be some time before the 
results of their analyses are available. 

Fragmentary information indicates that some lenders have 
found that total costs (including acquisition, servicing, delinquency 
and foreclosure costs, and bad debt losses) have ranged between 
1144 per cent and 114 per cent over a period of years. These 
figures are not presented as averages for the mortgage lending 
business or as forecasts for the future. They are merely figures 
which represent the experience of some lenders. The figures inci- 
dentally do not include the costs of getting the money to lend. In 
banks, of course, these latter costs would represent the net cost of 
servicing deposit accounts and the amount of interest, if any, paid 
on deposits. In savings and loan associations, they would include 
cost of handling share accounts and rates of dividends paid; what 
the comparable costs are for insurance companies, I do not know. 

Using the 114 per cent to 14 per cent figures for illustration, a 
414 per cent mortgage would, on the average, provide a net yield 
of perhaps slightly over 3 per cent, while a 4 per cent mortgage 
would provide an average net yield of slightly over 214 per cent. 
Of course, lending practices may have improved sufficiently so that 
losses will be less than heretofore. Lenders may succeed in avoid- 
ing the consequences of the present inflation in real estate. This 
has not been accomplished in the past. It is doubtful if it will be 
accomplished this time. If lenders are more successful this time 
it will be due to the following: 

. Widespread use of amortization. 
Improved appraisal and lending practices. 


Mortgage insurance and other Government guaranties or ex- 
pectations of Government financial support. 


. Maintenance of greater economic stability than heretofore. 


1. Amortization—The practice of amortizing mortgage loans is 
now widespgead, whereas in the twenties and the early thirties it 
was the exception rather than the rule among lenders other than 
building and loan associations. Amortization undoubtedly does re- 
duce risk, but does not appear to be sufficient in itself to assure 
avoidance of difficulties. The building and loan associations which 
used the amortized loan in the twenties did not escape trouble in 
the thirties. The bulk of the loans in institutional hands in the 
early thirties had been made within the five years immediately 
preceding the onset of difficulties. ‘If these loans had had an 
average maturity of 15 years, the reduction in principal would 








































46 THE JOURNAL OF FINANCE 


have averaged about 20 per cent or 25 per cent.. Those loans were 


made generally at 50, 60, and 66 2/3 per cent of appraisal in the 
twenties. 


During the present boom loan repayments have been so acceler- 
ated that loans have been turning over at a three-to-five-year rate. 
This rapid rate of payment may be attributed to a number of fac- 
tors of which four may be enumerated: 

a. Sales of properties with resulting payoff or transfer 
of mortgage. This does not appear to be very im- 
portant and is, of course, offset by the new loans ex- 
tended to the buyers of the properties. 

b. Payment of temporary borrowing used to finance real 
estate transfers. It is not uncommon for a purchaser 
to buy a house before he sells his currently-held prop- 
erty. In such a case he finds it necessary to contract 
an unusually large mortgage loan to finance the pur- 
chase before receipt of proceeds from sale of the 
previously-held property. The proceeds are deposited 
with the lender (usually within 30 to 60 days) for 
liquidation of the excessive? part of the loan and the 
borrower is left with a more customary mortgage 
debt. 

c. High levels of income and a shortage of other goods to 
compete for the consumer’s dollar. The slowness with 
which household equipment and other durable goods 
became available in 1946 was a disappointment to 
many. It is possible that some savings and incomes 
originally intended for expenditure on durable goods 
have been used to reduce mortgage debt, either be- 
cause the expected articles did not materialize, or be- 
cause of the inflation in prices. When the supply of 
consumers’ goods increases, purchases of those goods 
can be expected to increase, and accelerated a lraree 
on mortgages to diminish. 

d. Ability of many individuals to maintain their savings 
at an unusually high rate, giving effect to such sav- 
ings through more rapid debt retirement rather than 
through continued purchases of “E” bonds in large 
amounts. 


2. Improved Appraisal and Lending Practices—Appraisal and 
lending practices are believed to be better today than in previous 


3 The term “excessive” is not used here in a legal or bank supervisory sense. 
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booms. More consideration is being given to location and neigh- 
borhood trends, to reproduction costs, to the sources of funds for 
repayment of debt, and to the ability of borrowers to meet their 
obligations. Present tendencies in lending practices, however, 
raise some questions with respect to risk in mortgage lending. If 
credit is extended more liberally because of better appraisals, what 
is the combined effect on risk of loss today as compared with 
earlier periods? If loans are made on an amortized basis for a 
higher proportion of the value of a presumably more accurately 
appraised property and for longer maturities with consequent 
slower rates of payoff, what is the combined effect of these changes 
on risk? 

3. Mortgage Insurance and Other Government Guaranties or 
Expectations of Government Financial Support—Approximately 
25 per cent of the nonfarm mortgage debt on one- to four-family 
residential structures held by institutional lenders is protected by 
FHA insurance or by Veterans Administration guaranties. This 
represents protection against loss. Such insurance reduces the 
hazard of concentration of risk to the individual lender. The in- 
surance premium required on FHA loans forces the lender and the 
borrower to recognize the possibility of risk by setting aside a 
small sum to pay losses. 

Insurance and Government guaranties reduce the direct risk 
borne by the lender. They do not, however, eliminate or reduce 
the over-all risk of mortgage financing. The FHA mutual mort- 
gage insurance plan has been very successful over the past twelve 
years, a period in which the ability of debtors to pay debts has 
improved almost continuously. It may be observed that very few 
mortgage loans went into default between 1923 and 1929. 

While Government guaranties may reduce the direct risk borne 
by each lender, they may actually increase the risk or hazard of 
private finance generally. Should the Government be called upon 
to make good those guaranties and thus protect the financial sys- 
tem from losses resulting from that system’s mistakes, while in- 
dividual borrowers, many of them veterans, were sustaining heavy 
losses, the political repercussions might be serious. A financial 
system that substitutes Government guaranties for sound lending 
practices, collects income and profits on its loans but transfers 
losses to the Government, may not survive as private enterprise. 

I am not saying that loans should not be made under the guar- 
anty system. I am suggesting, however, that standards of sound 
lending should apply, with or without Government guaranty. In 
the case of Veterans’ loans, it cannot be emphasized too strongly 
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that the veterans are not benefited if, because of the guaranty, 
lenders encourage them to assume obligations they cannot meet. 


4. Economic Stability in the Nation—Economic fluctuations and 
the instability which accompanies them are the most important 
factors affecting mortgage loan experience. Shelter costs and 
property operating costs are for the most part relatively stable. 
Such items as interest, amortization, taxes, utilities and heating 
vary but little. Cost of services, maintenance, and repairs fluctu- 
ates somewhat more. Consumer incomes and rents, however, out 
of which must be paid shelter costs, fluctuate considerably. Con- 
sumer costs or prices for such items as food, clothing, and other 
essentials also fluctuate considerably. A decline in incomes and 
rents could affect adversely the ability of borrowers to meet their 
obligations. A decline in incomes could lead to doubling-up of 
families, reducing the demand for housing, relieving the existing 
shortage and could thus precipitate a sharp decline in real estate 
prices. An increase in other consumer prices or costs might have 
a similar affect. 

Higher rents might result in more intensive use of existing 
space, thus reducing the pressure on existing housing facilities. 
Higher rents would also affect the family budget. Should increased 
expenditure on rent exceed anticipated reductions in expenditures 
for food, the demand for other products might be reduced with 
adverse effects on the business situation and employment and with 
a consequent reduction in level of incomes. 


What Are Lenders Betting On?—The points that have been made 
can be summarized briefly in the form of an analysis of the ques- 
tidn, “What are lenders betting on when they make the kind of 
mortgage loans they do today?” 

An over-all look indicates that lenders are making the follow- 
ing bets with respect to the next 3 to 5 years: 

1. That the volume of funds available for expenditure by con- 
sumers on shelter costs, including interest, amortization, rent, 
heat, utilities, taxes, maintenance, and repairs, will not de- 
cline significantly. 

2. That the tendency to spread out will not be reversed. 

3. That the recently increased ratio of owner-occupancy to 

rental occupancy will hold. 

4. That building will continue to accelerate slowly. 

5. That, consequently, the housing shortage will be eliminated 
slowly. 
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6. That building costs will not decline rapidly or to any im- 
portant extent. 

7. That present trends of neighborhood change will not be 
seriously altered. 

8. That real estate values generally will not decline by an 
amount sufficient to reduce owners’ equities to dangerously 
low levels. 

The record with regard to the financing of nonfarm real estate 
will depend chiefly on the future course of employment, incomes, 
construction, housing costs, and other consumer expenditures. A 
decline in employment and incomes can reduce the ability of con- 
sumers to maintain housing expenditures and can bring about a 
sufficient amount of doubling-up to alleviate the housing shortage 
and cause declines in real estate prices. Such a development might 
jeopardize loans made on the basis of scarcity value. The main- 
tenance of a high level of construction will tend to sustain employ- 
ment and incomes and bring about a more gradual elimination of 
the housing shortage and of the scarcity premiums on existing 
housing. Increases in rents and in other consumer prices and 
costs will affect adversely the demand for housing and may tend to 
reduce the premium on existing housing. Loans that involve com- 
mitments that borrowers can meet out of incomes only with severe 
sacrifice will in general be the first to get into difficulties. 

From the lenders’ point of view, success in dealing with adverse 
developments will depend on the efficacy of policies followed on 
loans which get into trouble and on the extent to which lenders 
have made provision for absorbing losses. The ability of lenders 
to absorb losses is dependent on their capital and on the extent to 
which reserves are accumulated during good times to meet the 
losses which must be taken during bad times. The regular setting 
aside of a part of interest income as a reserve for losses is a 


_ recognition that a part of the charge for the use of money is a 
_ premium for risk. Formal accounting anticipation of the losses in- 


herent in the risks of financing increases a lender’s ability to meet 
those losses when they occur. 

The manner in which lenders deal with borrowers who during 
periods of adversity may have difficulty in meeting their obliga- 
tions in full, and the manner in which lenders handle the real 
estate which they find necessary to take over, will affect market 
developments and influence the course of any general business re- 
cession which may occur. To the extent that temporary modifi- 
cations and adjustments are feasible, the interests of both bor- 
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rowers and lenders can be protected, forced liquidation with its 
attendant losses avoided, and human suffering alleviated. Where 
properties must be taken over, the skill with which liquidations are 
handled so as to avoid accumulative market pressures during the 
most adverse periods will have an important bearing on the wel- 
fare of finance and business in the community. 
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THE EFFECT OF CYCLICAL FLUCTUATIONS UPON 
REAL ESTATE FINANCE 


By Homer Hoyt 
Massachusetts Institute of Technology 


Importance of Real Estate Cycles in Finance 

The most important cause of fluctuations in the gross and net in- 
come of real estate and consequently the chief factor in producing 
drastic changes in the capital value of all the different species of 
urban property is that group of interacting forces which is called 
the real estate cycle. As a result of the rigidities of operating 
costs, such as real estate taxes, fuel, maintenance labor, and also 
of interest and amortization charges, the combined effect of fall- 
ing rents and increased vacancies will reduce the net income of 
rental real estate much more sharply than the gross income. Thus, 
when the total income of a Chicago office building dropped from 
$764,000 in 1928 to $564,500 in 1932, a decline of 26.2 per cent, the 
net income fell from $315,000 to $81,000, or a fall of 74.3 per cent. 
A net income that would cover interest and amortization charges 
of $100,000 by a 3 to 1 ratio in 1928 would have failed to meet 
those requirements in 1932. The widespread defaults on the in- 
terest payments on the bonds and mortgages of office buildings, 
apartments and hotels during the 1930’s, indicate that the above 
example is a typical and not an extreme case. The average price 
of office building bonds had fallen from their $1,000 issue price to 
$187 in 1932.2 The debacle culminating in the 1930’s affected 
every species of real estate, from the large office building to single 
family homes. The vital question for lending institutions now is 
whether the pattern of the real estate cycle from 1914 to 1933 
will repeat itself and whether mortgages now being made are sub- 
ject to the same risks as the mortgages of the 1920’s. In consider- 
ing this question, the basic underlying forces behind these cycles 
are of greater significance than the patterns themselves. 


The Real Estate Cycle Described 


Real estate cycles are the resultants of both unique local and 
national forces interacting on each other. The magnitude of the 
fluctuations and the duration in time vary in different cities and 
even in different neighborhoods in the same city, because the de- 
mand for housing, for store and office space or for industrial sites 
is local, coming from those who want to live or work in that par- 
ticular urban community and not elsewhere. The general course 


1 Homer Hoyt, One Hundred Years of Land Values in Chicago. University 
of Chicago Press, 1933, p. 379. 


* Amott-Baker, Price Averages of Real Estate Issues. 
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of a real estate cycle may be briefly described as follows. An up- 
turn in real estate activity is usually started by a spurt in popula- 
tion growth, usually caused both by an influx of families in re- 
sponse to jobs offered at that particular place, and also by an in- 
crease in the rate of family formation on the part of the resident 
population. This increase in the number of families causes a de- 
mand for more dwelling space, with the result that vacancies are 
absorbed, and in the absence of rent control, there is a rise in 
gross rents, which produces an even greater increase in the net re- ° 
turns of existing buildings. The increased net income causes a 
marked increase in the selling prices of existing buildings. The 
point is reached when it becomes profitable to erect new structures 
and a building boom is started. The rapid absorption of vacant 
sites for new structures leads to speculation in lots and in sub- 
divisions. At a certain critical point, the supply of new homes be- 
gins to exceed the rate of new family formation. A surplus of 
homes, offices, and factories is being built up, which is not so ap- 
parent as long as general business prosperity prevails, but which 
suddenly reveals itse]f when a business recession forces families to 
double up or to move from the larger cities to smaller towns or 
country districts. Then declining rents and increasing vacancies 
sharply reduce net incomes and capital values, bringing new con- 
struction to a standstill and causing wholesale defaults and fore- 
closures. 


Real Estate Fluctuations Vary Greatly Between Cities 


The basic factor which puts this whole cyclical process in mo- 
tion and which expands the building supply—namely, population 
growth, varies tremendously between different cities. While the 
population of Los Angeles increased nearly 150 times and that of 
Miami over 100 times from 1900 to 1940, the number of persons in 
Charleston, S. C. increased only 13 per cent, and in Fall River, 
Massachusetts, only 11 per cent in that 40-year period. In every 
State of the Union, the variation in the rate of growth between 
cities of 10,000 and over is enormous. In towns where the popu- 
lation is declining there is scant demand for new dwelling units, 
except to replace wornout structures, whereas cities like Corpus 
Christi, Texas, which more than doubled in numbers from 1930 to 
1940, require a great increase in their housing supply. The risk 
of loss on mortgages of course depends not upon the rate of 
growth, whether slow or fast, but upon whether the economic 
forces causing the growth or the new job opportunities are per- 


3 Hoyt, op. cit., Ch. VII. 
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manent or transient. No greater declines have taken place than in 
mining and lumber towns, which had their sudden-boom and then 
collapse when the natural resource on which they were based, was 
exhausted. On the other hand, rapidly growing Chicago in the 
19th century and Los Angeles in the 20th century had the expand- 
ing economic resources to sustain their population expansion. The 
magnitude of real estate oscillations in rapidly growing cities is 
much greater, however, than in slow growing centers. 


Differences in Timing of the Cycle 


The economic forces which cause a variation in the rate of 
growth of different cities also cause a difference in the timing of 
the real estate cycle. A series of charts on real estate activity 
prepared by Mr. L. Durward Badgley of the Mutual Life Insur- 
ance Company shows that real estate booms practically always oc- 
cur in periods of general business prosperity, and that real estate 
activity everywhere declines in a serious business depression. How- 
ever, some cities have only moderate real estate activity at times 
when other cities are experiencing booms. This was due to the 
rapid expansion of economic forces in that particular period. 
Akron, Ohio, was the most rapidly growing city in the United 
States from 1910 to 1920, expanding from a population of 69,067 
to 208,435, as a result of the growth of rubber tire factories, but it 
suffered a decline from 1930 to 1940 when the employment in the 
tire factories dropped. That was the very decade when Corpus 
Christi had a great expansion due to the growth of the oil indus- 
try. Gary, Indiana, grew rapidly from 1905 to 1930, as the re- 
sult of the establishment of the U. S. Steel mills there. 

A generalized national real estate cycle like that prepared by 
Mr. Roy Wenzlick serves a useful purpose in indicating broad 
trends, but it is nevertheless an over-simplification or an averag- 
ing of differences. Thus, while Wenzlick indicates a peak in na- 
tional real estate activity in 1888-1889, it was actually reached in 
Los Angeles in 1887, in Kansas City in 1888, in Chicago in 1890 
and in Essex County, New Jersey, in 1891. Nor is there any ex- 
act time interval between major cycles for all cities. 

Real estate cycles have a number of component parts, which do 
not always coincide in point of time. Different types of real estate 
indices that may be measured are (1) deeds recorded or mort- 
gages recorded, (2) number of new buildings as measured by per- 
mits, (3) number of lots subdivided, (4) rents, (5) land prices. 
In Chicago, in one cycle, the peak in activity was reached in 1890, 
the peak in the number of lots subdivided and land values in 1891, 
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and the amount of new construction in 1892. In the cycle reaching 
its peak in the 1920’s, the peak in new building, land values, and 
real estate transfers was reached in Chicago in 1925, and this was 
the peak year for many other cities throughout the nation. Yet 
Mr. Badgley’s charts show Newark reached its peak in 1921, Los 
Angeles in 1923 and New York City is reported to have reached 
its peak as late as 1930. 

Measured by real estate activity, that is, by deeds recorded, there 
is no definite time interval between major peaks in the same city 
or different cities. Thus, in Chicago, major peaks of real estate 
activity were reached in 1836, 1856, 1872, 1890, and 1925, which 
represent intervals respectively of 20, 16, 18 and 35 years. In Los 
Angeles, according to Mr. Badgley’s charts, peaks were reached in 
1887, 1906, 1920 and 1923, which indicate intervals of 19, 14 and 
3 years. In New York, the chart of the Lawyer’s Title Cor- 
poration shows major peaks in realty values in 1836, 1857, 1893, 
1906, 1921 and 1930, or intervals respectively of 21, 16, 20, 13, 
15 and 9 years. 

Even these charts for individual cities are generalizations, be- 
cause real estate activity usually varies greatly in the same urban 
region at the same time between different sections and types of 
property. The 1890 boom in Chicago chiefly affected the South 
Side near the World’s Fair grounds and central office sites; while 
the Chicago boom of 1925 was largely an outlying business center, 
apartment and suburban boom. 


National Forces Affecting All Real Estate 

Notwithstanding these variations in real estate activity due to 
local conditions, nearly every type of real estate is adversely af- 
fected by a national business depression. The declines in real 
estate prices are greatest in cities where there is excessive specu- 
lation or extreme over-building, or in durable-goods-producing 
cities like Detroit or Pittsburgh, where unemployment is greatest, 
but the effect is felt everywhere. Even in stable cities, real estate 
values are forced down by reduced family purchasing power which 
lowers the amount that can be paid for rent and also reduces the 
purchases in retail stores. Reproduction costs of buildings are 
lowered by a decline in material prices, by some reduction in 
building wages and by a greater efficiency of labor and this re- 
duces the values of existing structures. The increase in vacancies 
and a lowering in rents due to doubling up or a decline in family 
incomes increases the foreclosures on heavily mortgaged proper- 
ties and the sale of properties acquired by banks and financial in- 
stitutions depresses prices still more. 









— Bor ee UY 


ot er Oe RNS CO 


' "SN We Cm Ww We UY es VS lll Cw 








EFFECT OF CYCLICAL FLUCTUATIONS 


Long Range Forces 


There are deeper long renge forces which are underlying causes 
of the real estate cycle itself and which may moderate or change 
its future pattern. The real estate cycle will not automatically re- 
peat itself, for there are deep-seated social and economic forces 
which are changing the entire setting in which it operates. 


1. The Rate of Urban Growth is Slackening. As a result of 
the application of the inventions of the Industrial Revolution to the 
iron, coal, petroleum, copper and other mineral resources which 
were the source of power and the material for the machine age, the 
development of new fertile agricultural areas with machinery, and 
freedom from major world conflicts before 1914, American cities 
grew at the extraordinary average rate of 51 per cent per decade 
up to 1930. From 1930 to 1940, the average rate of urban growth 
was only 7.6 per cent or one-seventh of the former rate of growth 
and 51 cities with a population of 50,000 and over actually de- 
clined in numbers. With the prospect of a stationary population 
of 155,000,000 to 160,000,000 by 1970, our present urban popula- 
tion of 75,000,000 can hardly expand to more than 85,000,000 per- 
mitting an average decennial rate of urban growth of 5 per cent 
or less with many more cities showing population losses. Hence 
there will be fewer real estate booms caused by spurts in popula- 
tion growth. 


2. Urban Decentralization. Most cities are losing population at 
their cores, gaining slightly on their outer edges and in their in- 
corporated suburbs and experiencing their most rapid growth in 
the open unincorporated fringe which has been made accessible by 
the automobile and the bus. From 1930 to 1940, the blighted 
areas of Chicago lost 9 per cent in population, the other city areas 
gained 4.5 to 6.5 per cent, the incorporated suburbs increased 8 
per cent and the unincorporated suburbs 75.6 per cent. In 66 
metropolitan areas, the central cities gained 3 per cent, the in- 
corporated suburbs 9 per cent and the unincorporated suburbs 
27.7 per cent. All of our cities today occupy less than one per 
cent of our land area, and the old scarcity value of central urban 
sites or of strips adjacent to subways, street cars or mass trans- 
portation lines has been lessened by the automobile, the concrete 
highway and the airplane. With the superabundance of land ac- 
cessible by automobile on the periphery of most cities, speculative 
land booms based on expectations of conversions of farm to urban 
sites have less and less justification. Likewise there are ever-in- 
creasing areas of decaying structures in which real estate booms 
are not likely to take place. 
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3. Increase in the Public Debt, Prices, Wages. Major wars by 
increasing the government spending have pushed up wholesale 
prices and wages which in turn have had a profound effect on con- 
struction costs and building values. In the Civil War, the federal 
government debt was increased from $65 million to $2,436 million 
from 1860 to 1870; in World War I it rose from $1 billion to $24 
billion between 1914 and 1920; in World War II it shot up from 
$40 billion to $270 billion from 1939 to 1945. In the Civil War 
and World War I average wholesale prices more than doubled, and 
while held somewhat in restraint by price control in World War 
II, wholesale prices advanced over 50 per cent by July 1946 and 
86 per cent by January 1947. The important fact is, however, 
that while wholesale prices receded after every war, labor which 
had doubled its wages during each war period held most of its 
gains. As a result construction costs, which are chiefly wages for 
manufacturing materials and wages of workers on the site, have 
advanced to ever higher levels, because these labor costs have not 
been offset by use of machinery as in other industries. Conse- 
quently fewer and fewer families have been able to buy new 
homes because housing costs have increased faster than incomes 
over long periods of time. 


4. The Interest Rate. Changes in the long-term interest rate 
affect the real estate cycle. Interest rates declined from 8 per 
cent on the best real estate security in Chicago in 1873 to 314 per 
cent in 1900, and then rose slowly to 514 per cent in 1920, from 
which they declined to 4 per cent in 1927. The rates from this 
point rose to 514 per cent in 1932 and they have since declined to 
3 per cent in 1946. The changes in the long time capitalization 
rate has affected all real estate values through the capitalization 
rate. 

The Real Estate Cycle 1914 to 1932 


With these brief references to some of the fundamental factors 
affecting the pattern of real estate cycles, let us examine the inter- 
action of the factors in the real estate cycle of 1914 to 1932 and 
note their similarities or differences with the situation after World 
War II. 

In World War I, there was a drastic curtailment of residential 
buildings, so that after the war, there was a great shortage of. 
dwelling space. The return of 5,000,000 soldiers and sailors to 
their homes, deferred marriages, and the post-war industrial boom 
to manufacture civilian goods created a great demand for urban 
housing and absorbed every vacancy. Construction costs had more 
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than doubled during World War I and rents had remained sta- 
tionary until Armistice Day. There was a period of uncertainty 
and delay in starting new building after the first World War, 
however, because building at double 1914 costs was not profitable 
at the same level of rents. In 1920 a sharp rise in residential 
rents began and continued until they had risen 65 per cent, and 
office and store rents likewise advanced sharply. Construction 
costs fell 25 per cent in 1920 and a new profitable relationship was 
established between rents and building costs. The value of nearly 
all existing buildings doubled as a result of the higher rents and 
also higher reproduction costs. As a result, a total of 6,800,000 
private non-farm dwelling units were erected between 1921 and 
1929 inclusive. Apartment buildings, office buildings, hotels and 
stores were built in large volume. 

The significant fact to be noted in this period of high-level con- 
struction was that new buildings of all types, homes, apartments, 
hotels and stores could be constructed and rented at approximately 
the same rentals as the existing structures with but a slight pre- 
mium for newness or more modern design. Consequently, the 
building of new structures was sustained by a filtering up of fam- 
ilies from the older to the newer buildings. This construction 
volume was aided by liberal bank loans and by the sale of mort- 
gage bonds based on somewhat inflated values. While business 
prosperity continued and family incomes were high, relatively high 
apartment, office and store rents were paid. After 1924, the rate 
of building of new dwellings was exceeding the rate of new family 
formation and vacancies were beginning to increase. Likewise 
office buildings were beginning to have empty space. This building 
from 1926 to 1929 was the added space financed by easy credit that 
was to bring disaster later. In the entire decade from 1920 to 1930 
there was an increase of 5,541,000 non-farm families, but 7,035,000 
new non-farm dwelling units were built. 

The stock market crash of October 1929, ushered in the severe 
depression which lowered the national! income from $83.3 billion in 
1929 to $40 billion in 1932 and increased unemployment from 1.5 
to 11.9 million in the same period. The debacle caused a drop in 
the number of new non-farm dwelling units from 937,000 in 1925 
and 509,000 in 1929 to only 93,000 in 1933, a drop of 90 per cent 
since 1925. New office, hotel and apartment construction came to 
a complete halt. National residential rents dropped 43 per cent by 
1933. The vacancies in office buildings rose to 27.6 per cent and 
in hotels to 40 per cent in that bottom year. The vacancies in multi- 
family apartments in New York was 13.72 per cent in 1934. Asa 
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result of vacancies and falling rents, net incomes dropped dras- 
tically and foreclosure rates rose sharply. The H.O.L.C. made 
1,000,000 loans to save home owners. Real estate values dropped 
from 50 per cent in the case of single family homes, to from 60 to 
75 per cent in the case of apartments and office buildings and to as 
much as 90 per cent in the case of vacant urban sites. 


The Real Estate Cycle 1933 to 1947 


Now let us see whether there are the seeds of the same disaster 
in the present situation. The forces making for ultimate real estate 
recovery began in 1933, with the beginning of the rise in the 
national income and in employment. With new construction at 
very low ebb, the rate of family formation began to outstrip new 
construction. In the entire decade from 1930 to 1940, there was 
an increase of 4,503,000 non-farm families but only 2,734,000 new 
non-farm dwelling units were built. Relatively high building costs 
in comparison to family income had restricted the proportion of 
families who could afford new homes to not over one-third of the 
total. The total amount of new office building construction was 
negligible because rents were not high enough to yield a return on 
construction costs, which were not appreciably below those of the 
1920’s. Gradually vacancies in apartments, hotels and offices were 
being absorbed. Office rents continued to fall in New York City 
to 1943, however. The number of new non-farm homes had steadily 
increased from 93,000 in 1933 to 715,000 in 1941 but had not yet 
reached the 1925 peak of 937,000 when World War II intervened 
to halt all construction except for war workers. 

The expenditure of nearly $400 billion for war increased the 
national income from $71 billion in 1939 to $160 billion in 1944, 
1945 and 1946. Average factory earnings were doubled in the 
same period. Estimated construction costs rose only 50 to 60 per 
cent, and building wages only 15 per cent but actual costs inflated 
by a sharp decline in the efficiency of labor, by delays in securing 
materials, by black market prices, and by high profit margins were 
almost double pre-war. Wenzlick’s standard six-room house which 
cost $6,000 to build in St. Louis in 1940, cost over $12,000 to con- 
struct in 1947. 

Meanwhile as a result of a lack of construction, practically all 
office buildings, hotels, apartments and houses were 100 per cent 
occupied. Several million families were doubled up. A paradoxical 
situation had developed in residential real estate. Rents were 
frozen at levels prevailing in 1942 in most areas, which was on the 
average only 8 per cent above 1935 to 1939 levels. Owners of 
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single family houses, however, could dispossess tenants by selling. 
With practically no new construction, and no apartments for rent, 
millions of families were forced to buy. The prices of existing single 
family houses had more than doubled by the spring of 1946, 
selling frequently for considerably more than reproduction cost 
of new houses. Meanwhile houses for veterans built on priorities 
and limited to a $10,000 ceiling, sold at or near the ceiling in most 
cities, a price which only 4 per cent of the employed veterans in 
New York can afford to pay. 

Meanwhile, the prices of apartments have advanced in expecta- 
tion of a modification or removal of rent control, but the prices are 
still far below the reproduction cost of new apartments. There is 
now a most significant difference from the situation prevailing 
in the 1920’s. At present cost of new apartments, minimum rentals 
of $80 to $100 a month must be obtained for them, which in some 
cities is 50 to 100 per cent more than the O.P.A. ceilings on the 
same type apartments in older buildings. If O.P.A. ceilings are 
maintained, or a rise of no more than 15 per cent is permitted 
in older buildings, then there will be no extensive filtering up into 
newer structures. Families as a rule will not pay a substantially 
higher rent to move into a new building. Hence the values of all 
existing buildings will not be jeopardized by building more struc- 
tures at the same or slightly higher rents. The older buildings will 
remain practically 100 per cent occupied. The chief risk will be in 
loans on the new buildings, rented to the families in the top 10 
per cent in the income brackets, which will be the first to decline 
in a depression. The same situation applies to existing office 
buildings. Rents in the old buildings in Chicago have risen to $3.50 
a square foot, but it would take a rent of $5.50 a square foot to pay 
a return on present construction costs. Hence existing office build- 
ings will not be faced with the competition of new buildings at the 
same rents until their rates rise to $5.50 a square foot or construc- 
tion costs come down. 

If rent control is removed on residential properties and if office 
and hotel rates continue to rise the point will be reached where the 
rents paid for these older quarters will yield a return on new 
buildings. The rents, however, will be on so high a level that not 
over 5 to 10 per cent of our families can afford to pay them. Then 
we will be all set for another boom and bust with overbuilding at 
extremely high cost levels, followed by a collapse when family 
incomes can no longer be stretched to meet them. 

This pattern might be varied by a general inflation of all family 
incomes except those of building labor. 
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It is also very possible that a greatly expanded program of pub- 
lic housing and subsidized housing will be projected when the 
average family finds it cannot meet the cost of new housing. 

The simplest method of developing a sound prolonged period of 
construction activity would be to lower building costs by every 
known ihethod, prefabrication, greater labor efficiency, lower 
hourly pay but a guaranteed higher annual wage, large scale opera- 
tions, lower interest rates, lower operating costs, lower profit 
margins, mass production of lighter and more efficient building 
materials. This might bring new housing down within the means 
of the bulk of the population, accelerate filtering up, hasten the 
clearance of our worst slums, and enable more families to enjoy 
public houses. This does not mean lowering costs to prewar levels, 
but if they are reduced to 50 per cent above prewar while average 
family is.comes are doubled over 1940, all will be well. The build- 
ing of a million or more homes a year, besides office buildings, 
hotels and stores, and all their accompanying utilities might well 
sustain a high level of business activity for a decade. 

Lower building costs would, however, jeopardize loans made 
on a higher percentage of the costs of buildings now being erected, 
or loans made to finance recent sales of single family homes. Such 
lowering of costs would prevent, however, any sharp increase in 
rents on old buildings even after rent control is removed. Any 
short-run mortgage loan losses would be more than offset by the 
gains of basing the entire mortgage structure on the ability to 
pay of the majority of American families. 

* x * * * 


Following the foregoing two papers there was a period of dis- 


cussion led by L. Douglas Meredith of the National Life Insurance 
Company and Leo Grebler of Miles L. Colean, Washington, D. C. 





DISCUSSION 


Leo Grebler: Dr. Thompson has put his finger on a real prob- 
lem: the soundnes of our present and prospective mortgage struc- 
ture. No one who has an opportunity to observe current happen- 
ings and practices in the mortgage market can deny the existence 
of this problem. But Dr. Thompson’s diagnosis of the problem and 
his appraisal of its seriousness are open to question. Why should 
we be crying “wolf” at the present time, and should we be crying 
“wolf” as loud and hard as Dr. Thompson suggests? 

Dr. Thompson’s analysis is based on quantitative observations. 
His main thesis is that lenders have been putting money into real 
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estate while others have been taking money out of real estate. But 
there is little evidence for this contention, at least in its sweeping 
generalization. 

One way of testing the thesis is to look at the debt position of 
residential real estate. The residential mortgage debt remained 
practically unchanged at $26 billion from the end of 1940 through 
1945. It would be unrealistic to assume that the long-term value 
of our housing plant, by any applicable measure of long-term 
value, declined during that period from 1940 to 1945. For one 
thing, by 1940 the recovery of real estate from the depression had 
been rather slow in many parts of the country, particularly in the 
northeast. Market prices in many areas at that time still reflected 
a buyers’ market, and valuations for mortgage lending still 
reflected caution. Second, in spite of wartime restrictions we 
added almost one and one-half million new, privately financed, per- 
manent dwelling units to our housing stock from 1941 through 
1945, involving $714 billion on the most conseravtive estimate. 
Third, census findings indicate some substantial physical improve- 
ments in our existing housing plant between 1940 and 1945. 

In the face of these observations, a practically unchanged debt 
position against residential real estate security does not seem to 
indicate grave dangers. The fact is that a very high rate of mort- 
gage repayments approximately offset the newly created mortgage 
debt. For the financial system as a whole, at least, there was no 
expansion of mortgage loans from 1940 through 1945. Even if 
the H.O.L.C., which was in process of rapid liquidation, is omitted 
and the analysis is limited to private institutional and individual 
holdings, these holdings increased little more than $1 billion, or 4 
per cent from the end of 1940 to the end of 1945. 

The story of 1946 is somewhat different. There was a substan- 
tial increase in residential mortgage debt in that year, probably in 
the neighborhood of $3.5 billion. But this net-addition to debt was 
associated with a substantial volume of new construction, or new 
security, or addition to our wealth. It is estimated that 450,000 
new privately financed dwelling units were completed in 1946. 
Since most of these units were financed with high percentage 
mortgages including 100 per cent G. I. loans, the amount of debt 
financing involved may have been $3 billion. In addition, there 
were probably $1 to $2 billion involved in construction loans out- 
standing on units started but not completed in 1946. In other 
words, new lending on old property in 1946 was probably more 
than offset by mortgage repayments. 
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All in all, upon quantitative analysis there is little evidence that 
lenders as a whole have been putting money into real estate while 
others have been taking money out of real estate. What has 
changed substantially is the quality of the residential mortgage 
portfolio. The market has been extremely volatile in the past few 
years. The volume of transfers has probably reached or exceeded 
the boom proportions of the peak 20’s. Along with it there has 
been a very rapid turnover of mortgages. As a result, financial 
institutions as a whole now have an unusually large proportion 
of recent, unseasoned loans on their books, which were made on a 
rising market. On the other hand, the better type and more sea- 
soned loan has been paid down rapidly or paid in full during the 
past few years. Naturally, an unseasoned portfolio is much more 
exposed to any decline in the market than a seasoned portfolio. 
This is true particularly for 100 per cent G. I. loans, all of which 
are recent and unseasoned. 

Yet, there is danger in viewing the present situation with too 
much alarm. For one thing, some correction of scarcity prices for 
houses, and some correction of associated financial practices, has 
already set in. The recent softening of the market should place a 
limit on further increases in construction costs. This is on the 
whole a healthy development. While some reduction in the cost of 
new construction is in prospect for 1947, it seems unlikely that such 
reductions will be sufficiently rapid or drastic to have an adverse 
effect on the mortgage situation as a whole. 

Second, although there are altogether too many examples of 
mortgage lending on the basis of current market prices, mortgage 
loans in the aggregate have not been following the market all the 
way. There is some evidence for this in mortgage recording data 
which show that the increase in the average amount of mortgages 
recorded has been trailing behind the probable increase in sales 
prices of existing property. 

On the basis of this analysis and past experience, the effect of a 
temporary recession on loan performance and foreclosures should 
be spotty, so far as the near future is concerned. Nor would a 
relatively small and temporary decline in incomes eliminate the 
housing shortage quickly. The recession of 1920-21, which was 
quite sharp, did not have any such effect. On the contrary, we had 
a severe housing shortage and high prices and construction costs 
for several years thereafter. 

This does not mean that we can view without concern the deteri- 
oration of mortgage lending standards and practices. It is per- 
fectly amazing to see how the improvements in appraisal and lend- 
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ing standards, which came about in the ’30’s and which many had 
hopefully believed would be of a permanent character, have gone 
by the board under the influence of another boom. It looks as if 
lenders have yet a lot to learn before they can combine large 
volume lending with soundness. Many of the lessons of the past 
seem to have been forgotten. Also, action by supervisory agencies 
at Federal and State levels has been weak. 

There are a few other debatable points in Dr. Thompson’s paper. 
One pertains to Dr. Thompson’s criticism of government controls 
which adopted neither one of the extreme but logical courses of 
complete control or complete freedom from control. The latter 
course—to leave rents as well as sales prices free—would also have 
created a real estate boom, as it did after World War I. Higher 
rents would have been capitalized into higher sales prices and 
would have induced speculation of the first order. It is hardly 
possible to determine scientifically what type of boom might have 
been worse. As to the other course, the control of both sales prices 
and rents, the difficulties of controlling literally millions of pur- 
chase transactions in individual property are obvious. 

More important perhaps is another point which sets the stage 
for Dr. Thompson’s analysis. Dr. Thompson states correctly that 
the housing shortage has been caused partly by the spreading out 
of families among the available dwelling supply, and that this in 
turn has been causd largely by higher incomes. -Another factor 
has been large-scale internal migration which always creates net 
demand for living space. But the main point is that Dr. Thompson 
quotes the Census of 1940 and the sample Census of 1945 in a way 
which suggests that the housing shortage is not as real as it 
appears to be, with the possible implication that lenders are 
taking a great risk in making loans on a “phoney”. The fact is 
that the November 1945 Census survey was taken at a time when 
the main impact on the housing market of mass demobilization was 
not yet felt. A survey taken in the spring of 1946 would have 
shown an entirely different density of occupancy, probably more 
nearly that of 1940, or worse. Moreover, Dr. Thompson’s analysis 
of the housing shortage rests largely upon a concept of number of 
persons per room or per dwelling unit, which invalidates some of 
his conclusions. The dilemma posed by a shortage of dwelling units 
combined with under-occupancy of existing houses is an old one 
and stems from the progressive decline in average household size. 
This dilemma illustrates the inflexibility of our existing housing 
supply in its adaptation to changing family needs, but it does not 
dispose of the housing shortage. 
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While raising many worthwhile questions of intense interest to 
mortgage lenders, Dr. Thompson’s paper might have a tendency 
prematurely to scare lenders out of the great investment opportu- 
nities that will exist at least for a number of years. 
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CAN GOVERNMENT INFLUENCE BUSINESS STABILITY? 


By JOHN D. CLARK 
President’s Council of Economic Advisers | 


If this were an audience of businessmen it would be permissible 
to present a brief argument to prove that the actions of Govern- 
ment do influence business conditions and not always in one direc- 
tion. There are many businessmen who continue to make the bald 
assertion that Government by its positive action can only interfere 
with busines affairs and who scoff at the idea that the Government 
can plan action to benefit business. Yet these same men will be 
found the next day appearing before committees of Congress giv- 
ing their vigorous support to proposed legislation upon the ground 
that it will help business as a whole and not only some particular 
industry. 

While it is quite unnecessary in this company to press this point, 
there is another aspect of the question of the ability of Government 
to influence business which does merit attention. The question 
which still awaits an answer is not whether it is within the power 
of Government to take action which is beneficial, but whether in a 
political democracy it is possible to establish any method which 
will bring about Government action of that type. 

If the phrases “economic planning” and “planned economy” are 
used in a rigorous sense to describe a distinctive economic system 
in which central authority makes those decisions concerning who 
shall produce what goods in what volume and sell them at what 
price, which are the basic responsibilities of business management, 
there have always been those who have argued that such planning 
could never be successful in such a political democracy as the kind 
we understand in America. In a planned economy the well-being 
of every member of the community would be so clearly affected by 
the decisions of the state that every citizen would inevitably use 
whatever power he has to influence official action. In our kind of 
democracy that power extends to the union by a citizen with all 
others of like interests in order to bring their combined pressure 
upon public officials. They defeat those who do not help and they 
elect those who, it is hoped, will help the interests of the group. We 
know full well that in our democracy the effect of the many pres- 
sures of public opinion is to produce compromises and compromises 
are not objective plans. In a planned society the effect of official 
decisions upon the well-being of the individual would be more 
direct and more clearly perceived than in our system, and the polit- 
ical pressure upon officials would be that much more severe, the 
trend toward compromise that much more urgent. 
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So far as my reading has disclosed, the first careful analysis and 
answer to this point offered by any socialist was the splendid little 
book Plan or No Plan written by Barbara Wootton fiften years 
ago. Her prescription is the creation of a parallel government of 
planners who, being appointed by the political government, will be 
able to devise and put into effect an integrated program of produc- 
tion, employment, and distribution of income which would truly 
be a plan and not a compromise. Her confidence that such a plan- 
ning group would not be influenced by political pressures will not 
be shared by any student of American Government. There may be 
rugged administrators who are not deflected from their objective 
course by considerations of the political effect of their decisions 
upon the elected officials who have appointed them, and who are 
not deterred by the thought that they may not long be administra- 
tors if they create too much trouble for their sponsors, but I am 
sure that even these hardy souls are not immune to the political 
climate. 

In recent years this theme has brought forth much discussion of 
the hypothesis that a little economic planning must lead step by 
step to more planning and to increasing limitations upon the demo- 
cratic processes until there is reached a stage of collectivism under 
autocratic control. The apparent logic of the argument has one 
serious defect. Events might well move in the opposite direction. 
The trend in the direction of more planning might, and in my 
opinion would, prove to be less powerful in this country than the 
inclination to preserve political democracy, and the result would 
not be creation of a truly planned economy in a state in which 
political democracy as we understand it had disappeared, but 
would be the sharp limitation of the control of managerial decisions 
by central authority in a state in which political democracy con- 
tinued. Indeed, there might even be so much friction in the limited 
planning process that it would be a dismal failure. 

In the Employment Act of 1946 the Congress has undertaken a 
deliberate experiment which will answer some of these questions. 
It provides for the planning of Government programs and policies 
while sternly forbidding any impairment of any of the characteris- 
tics of free enterprise and of competitive enterprise which distin- 
guish our economic system. It will satisfy neither the advocate of 
economic planning, who is contemptuous of free enterprise, nor 
the citizen who is certain that business will most certainly thrive 
when it is left alone and who fears that a little planning will lead 
to more. 
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The new statute is based upon a realistic view of modern Amer- 
ican society. Our economic system has become complex. The indi- 
vidual can no longer place his family and his goods in a wagon and 
move to the frontier if employment fails at home. He is not a 
Jack-of-all-trades. He is a railroad engineer for' whom someone 
else must furnish a job with an operating railroad, or he is a steel 
worker who cannot build his own blast furnace to furnish himself 
employment, or he is a textile worker who must find his wages in 
some textile mill. Even if he is a businessman, he finds his pros- 
perity tied to the great machine of the business world over which 
he has no control, and the bigger he is, the more completely is his 
business health conditioned by the temperature of the whole 
economy. 

As the interdependence of the participants in the business world 
and the complexity of our social organization have grown, the state 
has moved constantly in the direction of wider responsibility and 
action. A century ago we did have such policies as a mild protec- 
tive tariff, state aid for turnpikes, canals, and railroads, and the 
very limited regulation of banks and insurance companies. But 
on the whole the policies of American Government were very close 
to the political philosophy, as well as the economic philosophy, of 
laissez faire. Both in economics and in politics the American 
people accepted the theory that the proper function of the state is 
to protect the people against external attack and to protect prop- 
erty by establishing courts and maintaining domestic order. 

The exigencies of the Civil War forced American political phol- 
osophy into a new channel which has been followed to this day as 
it has broadened into a wider expanse. On the one hand, the Gov- 
ernment financial support of the transcontinental railroad was the 
forerunner of an ever-enlarging program of public works. At the 
same time the National Bank Act not only established national con- 
trol of the currency, but initiated a policy of specific and organized 
regulation of some of the policies and practices of privately owned 
business concerns. 

It is true that the law had long imposed upon the businesses then 
known as public callings a duty to charge only reasonable prices 
and to serve all without discrimination, and there had been a few 
isolated cases of specific Government action to implement that 
theory, but the Granger laws of the seventies clearly marked a new 
development in American political philosophy. The establishment 
of machinery in many States to regulate the rates and practices of 
railroads was followed in 1887 by the parallel Federal Interstate 
Commerce Act. The same philosophy is found with a special twist 
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in the Sherman Act of 1890 when Congress added to the policy of 
determining what a narrow group of businesses should do, a new 
rule of prohibition of certain business actions which no businesses 
should do. 

The history of the next forty years was one of gradual enlarge- 
ment of these two policies of government. Public utility control 
expanded in State and Federal laws. The machinery of control 
was refined and one important change in the quality of the control 
was made in the policy of requiring certificates of convenience and 
necessity by which, for the first time, government undertook to 
determine the persons who should be permitted to enter upon 
lawful business enterprises. In the field of the Sherman Act Con- 
gress added the administrative device of the Federal Trade Com- 
mission. The most notable developments indicating the broadening 
philosophy of government responsibility for the social welfare were 
the Reclamation Act, the Federal Reserve Act, and the original 
laws for Federal aid for highway construction and for farm loans. 
On the whole, however, except for the brief experiments of the 
States in business operations in the Dakotas, the policies of the 
Federal and State Governments were pretty well confined to regu- 
lation which did not undertake to substitute the decision of the 
central authority for those of the private manager in the deter- 
mination of the major policies of business management, except in 
the case of public utilities. 

The problems of the great depression brought a noticeable 
expansion of our political philosophy of the role of government 
and its responsibility for the social well-being. It is worth noting 
that this change anteceded the appearance of the New Deal in 
Washington and that it was a Supreme Court undiluted by Demo- 
cratic appointments which, abandoning the course our constitu- 
tional law had been taking for years, upheld the power of the New 
York Legislature to deny a merchant the right to undersell the 
official price on a bottle of milk. The Nebbia decision opened the 
way for State and Federal legislation which substituted the decision 
of central authority for that of the business manager in the basic 
matter of the price to be charged by the private enterpriser in any 
line of business which the legislature considers important enough to 
require its attention. 

In the early thirties the Federal legislation departed radically 
from the theory of simple regulation and the prohibition of unde- 
sirable practices. There now appeared in such Government insti- 
tutions as the NRA and the Bituminous Coal Commission a new 
philosophy of the use of the power of Government to stabilize the 
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economy. Businessmen themselves took the lead in inducing the 
legislatures of nearly every State to accept this new idea by 
passing laws for price maintenance. In the field of labor legisla- 
tion, in the laws relating to the employment of women and chil- 
dren, and in those fixing minimum wages, which had comported 
with the earlier philosophy, there now came an expansion far 
beyond justification on humanitarian grounds. The purpose now 
was to influence general economic conditions. 

None of these laws lacked support based upon a new theory of 
the relation of government to society that government should use 
its power and resources to induce a high level of employment and 
production, but that theory could not be said to have been generally 
accepted. Many of the laws were enacted without opposition in 
the desperate days of the depression, but voices in increasing num- 
ber were raised against the departure from the traditional phil- 
osophy of government and it was doubtful where the balance of 
public opinion lay when the war forced us into the controlled 
economy of wartime. 

While most of the people recognized the need to resort to Govern- 
ment direction of all important economic forces in order to mobilize 
the national strength to the greatest degree for the purposes of 
war, this acquiescence did not mean that there had been a general 
conversion to the philosophy of board Government action affecting 
the intimate operations of private business. Even among those 
who explicitly advocated the propriety of a controlled economy in 
wartime there was a disposition to oppose the particular machinery 
of control or the particular method of the central authority. The 
refusal of economic groups to abstain from the use of political 
pressure to influence the decisions of the central authorities even 
though the requirements of wartime could only be jeopardized by 
domestic controversy has furnished striking proof of the validity 
of the opinion that economic planning on a broad scale is not pos- 
sible in a political democracy. It should always be remembered 
that in the case of the OPA, the controlling agency which affected 
the individual citizens in the broadest and in the most intimate 
degree, the original staff was organized from the ranks of profes- 
sional economists in the deliberate effort to create a group of 
experts as objective as any which could be found in the country. 
Passing over the point that it was probably a very poor service to 


our profession to place professional economists in positions where, 


they were forced to disclose their ineptness as practicing adminis- 
trators, the experiment did have value in disclosing how far demo- 
cratic pressures can, and do, reach. From the very beginning of 
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the Office of Price Administration, economic groups sought the aid 
of their congressional representatives to influence the official deci- 
sions of the OPA. In every instance that an appropriation for the 
agency was under consideration and each time the extension of the 
basic act was before Congress, efforts were made with varying 
degrees of success to limit or direct official action through some 
legislation proviso. The climax came when the economist planners 
were fired by act of Congress and the chief executive of the OPA 
was forbidden to employ economists as administrators. The coun- 
try did not want objective, disinterested planners. All this took 
place while the country was involved in the desperate crisis of war, 
at a time when all agreed that central control was itself necessary 
and that episode should resolve all doubt whether in our kind 
of political democracy political pressure will be directed at and will 
be used successfully upon any central authority charged with the 
duty to make decisions affecting economic conditions. 

That the general support of the controls incident to the wartime 
economy did not mean that public opinion generally had turned in 
favor of the use of the powers and resources of Government to 
influence general economic conditions is indicated by the fate of 
the National Resources Planning Board. This Board had no power 
to take any kind of action and no officer of Government was 
directed by any law or executive order to use its reports or accept 
its views in determining his own official policies. But the mild 
implication of economic planning found in the research activities 
of the Board brought increasing criticism in Congress which cul- 
minated in the denial of appropriations and the choking to death of 
the institution itself. 

Hostilities ended with American opinion in this uncertain state. 
On the one hand there was not only firm support for the policy of 
regulation of public utilities and the prohibition of monopolies, but 
there was a clear willingness to extend regulation of the public 
utility type to many businesses which have not been in that cate- 
gory, and there was a definite public desire to make broader use of 
public funds in social development projects, both physical and 
cultural, and to use the public credit to support private business at 
many points of the economy. On the other hand there was a 
renewed chorus of adherence to a broad rule that social action must 
not interfere with free enterprise and the people were clearly 
impatient of all of those wartime controls of business operations 
which immediately affected and hampered them. 

Many of the sponsors of the bill which became the Employment 
Act of 1946 were outspoken in their support of the policy of Gov- 
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ernment action to influence the total economy, and they advocated 
the measure upon the ground that it was the proper and necessary 
function of the Government to prepare action which would fill in 
the gap in business and in employment which it was expected would 
appear while conversion from war production to peacetime produc- 
tion was under way. 

The specific machinery proposed in the bill was an initial annual 
report by the President of the size of the labor force and the num- 
ber of jobs which private employment would be furnishing in the 
coming year, his recommendations of Government action, especially 
a public works program, to furnish enough employment to fill in 
the gap, and congressional authorization of such a program. The 
long contest over the bill in the Senate committee and on the Senate 
floor centered largely upon the question of the extent to which the 
Government should accept a positive obligation to furnish employ- 
ment when employment in private business lagged. When the 
legislation reached the House, the House committee reported a 
substitute bill which omitted all reference to public works pro- 
grams and to any other specific action by the Government to fur- 
nish employment, and when the conference committee submitted, 
and both Houses approved, the final form of the legislation of 
which the House version was the base, many of the more aggres- 
sive supporters of the original bill denounced the revision as use- 
less and urged the President to veto it. 

As the months have passed, those who have been giving their 
attention to the subject have become increasingly aware how little 
justification there was for that pessimistic view of the vigor 
inherent in the Employment Act of 1946. It is true that this law 
neither requires nor of itself authorizes positive Government 
action, but that was also true of the original bill. Its sponsors 
frequently emphasized, in the congressional debates, that no posi- 
tive action could be taken until the Congress itself gave specific 
authority therefor. 

In other respects, the present law is probably an improvement 
upon the original proposal. It is politically realistic in definitely 
excluding that over-all planning which is dear to the heart of the 
doctrinaire supporter of a planned economy. In more than one 
phrase of the Act, the Congress demands that every Government 
program must comport with free competitive enterprise. That 
exactly matches the mood of the American people, as well as the 
hopes of us who are not shaken in our faith that it is possible to 
retain the material advantages and the personal liberties of the 
American economic system by a prudent, intelligent use of Gov- 
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ernment intervention and action where necessary, uninhibited by 
the dogma of laissez faire. 

Within this limitation, the Congress has contemplated no 
restraint upon the quality and the scope of the program of Govern- 
ment action which may be proposed to hold business at a high 
level. Indeed, the specific declaration of the national policy is 
amazingly broad to receive a unanimous vote in the Senate and to 
pass the House with little opposition in a Congress which in other 
matters seemed to be opposed to this political philosophy.. The 
declaration of national policy is found in the second section of the 
Act, which reads as follows when intermediate phrases are 
dropped: 

“The Congress hereby declares that it is the continuing policy 
and responsibility of the Federal Government to use all practicable 
means ... to coordinate and utilize all its plans, functions and 
resources ... to promote maximum employment, production, and 
purchasing power.” 

If this new experiment in American Government lacks power, 
it is not because the Act is weak, but because there are difficulties 
external to the statute and which the Congress cannot reach by 
statute. That kind of over-all planning which involves direction 
by central authority of all of the important decisions of business 
management is wholly unacceptable to the American people and 
the Congress has gone as far as we are willing to have it go in 
authorizing programs of Government action within the limitation 
of a free competitive economy. It may be that economic analysis is 
inadequate to permit the successful formulation of economic pro- 
grams of Government to stabilize business, but no act of Congress 
will remedy that situation. The political pressure of those groups 
who believe, as some will always believe, that their immediate 
interests are threatened, may break up an integrated program, but 
no law is going to immunize Congressmen to public opinion. 

So far as the Congress can go in establishing a magnificent goal 
and in establishing the machinery to march towards it, the Con- 
gress has gone in the Employment Act of 1946. 

That machinery begins with the Economic mame of the Presi- 
dent, which is to set forth 

(1) the levels of employment, production, and purchasing power 
and the levels needed to carry out the policy of the statute; 

(2) current and foreseeable trends in those levels; 

(3) a review of the economic program of the Government and 
of economic conditions and of their effect upon employment, pro- 
duction, and purchasing power; 
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(4) a program to carry out the statutory policy together with 
legislative recommendations. 

The Economic Report of the President enjoys one privilege which 
pertains to no other report he sends to Congress. The law speci- 
fically requires that the Economic Report shall be referred to a 
joint committee of seven Senators and seven Representatives and 
that committee is required to make its own report by February 1 
of each year upon the major points and recommendations in the 
Economic Report. This exceptional provision of the law gives 
assurance that the Economic Report will have at least initial con- 
sideration by influential representatives of both Houses of the 
Congress. How far the Congress will go beyond that point in 
paying attention to the Economic Report is one of those matters 
in which procedure evolves from actual practice. 

The Employment Act also authorizes the appointment of a three- 
man Council of Economic Advisers to assist and advise the Presi- 
dent in the preparation of the Economic Report. This arrangement 
was not included in the original bill, but was the proposal of the 
committee of the House of Representatives when it discarded the 
Senate bill and offered its own substitute. While the prime pur- 
pose of the Council is to act as the confidential adviser of the 
President in the preparation of the Economic Report, the statute 
is explicit with respect to other duties and powers, including the 
following: 

“To appraise the various programs and activities of the Federal 
Government in the light of the policy declared in section 2 for the 
purpose of determining the extent to which such programs and 
activities are contributing, and the extent to which they are not 
contributing, to the achievement of such policy, and to make rec- 
ommendations to the President with respect thereto.” 

“To develop and recommend to the President national economic 
policies to foster and promote free competitive enterprise, to avoid 
economic fluctuations or to diminish the effects thereof, and to 
maintain employment, production, and purchasing power.” j 

I invite your particular attention to the broad field of study and 
of recommendation of policy opened to the Council by this statute. 
Someone recently said that there are more than 1,100 offices in the 
Federal Government. Whatever may be the number, there are 
scores of Government agencies and divisions in which action is 
taken which has economic effects. It is not true that no one of them 
pays any attention to the programs and policies of another. But 
each is directed by men who are absorbed with their own problems 
and who have little direct contact with the others, and there has 
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been no one to offer common guidance. Only the President himself 
has the official responsibility to direct all agencies of Government 
and he cannot possibly follow their operations. The Budget Bureau 
and the appropriate committees of the Congress have occasion each 
year to take a look at each agency, but it is for the principal pur- 
pose of determining what funds it needs for the work it is doing 
under the program and policy it has developed, rather than for the 
purpose of evaluating that program and policy in the light of their 
impact upon the economy in connection with other Government 
actions. 

The Congress has now directed the Council to appraise the 
programs and activities of all agencies of the Federal Government 
to determine how far they contribute to and how far they impede 
the attainment of maximum production and employment, and to 
make recommendations with respect thereto. The statutory provi- 
sion is broad enough to include the independent commissions, and 
by necessary implication it resolves the ambiguity in the relation 
of the Chief Executive to the commissions. Indeed, the plan of the 
Act could hardly move forward if this were not done. Except for 
the operations of the Treasury Department, those actions and poli- 
cies of Government which most directly and importantly affect the 
total economy are those of the commissions. Of course, they were 
once supposed to make no policy, but only to carry out the policy 
prescribed by the Congress, but no one is so naive as to believe that 
that ancient constitutional rule is any longer the rule of American 
Government. 

The cordial reception the Council has found in its early and hesi- 
tating approach to cabinet members, commissions, and bureaus has 
given ample assurance that in performing this function of apprais- 
ing and commenting upon their activities and policies which affect 
the economy, the Council will not be looked upon as a presumptuous 
interloper and busy-body. Everywhere we have found an eager- 
ness to make use of this new instrument of the Government to 
assist in coordinating and integrating the whole field of Govern- 
ment action. The only limitation upon the scope of the work of 
the Council in this behalf will be the physical and intellectual 
_ capacity of the Council and its staff, not any unwillingness of the 
Government agencies to cooperate. 

No social institution grows to be very like what its origin indi- 
cated. That will be true of the Council of Economic Advisers. 
Popular attention has naturally been centered upon our role in 
attempting to forestall depressions. It may be that whether or not 
we have a measure of success in that precarious adventure, it will 
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turn out that our most important service will be in helping to bring 
about the coordination of the programs and policies of the many 
offices of Government. That is something that can be done, and 
since the Federal Government controls the timing and destination 
of expenditures amounting to 25 per cent of the national income, 


perhaps in doing it we will find that we have done most of the 
other job. 











THE CONTRIBUTION OF COMMERCIAL RECEIVABLE 
COMPANIES AND FACTORS TO FINANCING 
SMALL- AND MEDIUM-SIZED BUSINESS 


By SHANDOR M. ZINNER 
Walter E. Heller & Company 


The purpose of this paper is to present some of the factors which 
explain the recent growth of the commercial receivables and credit 
business, the way in which it has filled a real need for small and 
medium businesses that is very close to “equity capital,” and some 
practical illustrations from my own experience of some 23 years 
in the business. 

This industry is devoted largely to serving “small business.” 
Whatever its real meaning, the connotation of the term “small 
business,” which has come into such general usage, is that type of. 
small- or medium-sized concern which has difficulty in financing 
itself adequately through normal bank loans or through channels 
which provide equity capital. It is in this sense that I shall use it 
in this paper. 

The subject of financing small business is a broad one and it 
‘ is properly of great concern to all who are interested in the sta- , 
bility of our economy. Volumes have been written on the subject ’ 
by many able and learned men. Of necessity, because of limitations 
of time and, especially, because my experience has been limited to 
this field, I shall touch upon only one small segment of the subject, 
namely, the practices and techniques of commercial financing com- 
panies or factors, of which my company is one, in providing con- 
cerns of the type mentioned with working funds. 

First, I shall present a short historical sketch of the industry. 
The practice of assigning accounts receivable as a means of financ- 
ing was first used under the plan generally designated as “fac- 
toring.” Factoring was known as far back as the 14th Century, 
when the British East India Company engaged in operations some- 
what analogous to those now in use. It was particularly important 
in the textile industry in this country in early Colonial days. At 
that time, the factor’s functions were broader than they are today. 
He often bought and supplied raw material to the mills, styled the 
merchandise, paid for it when it was delivered to his customers, 
and assumed the hazard of bad debt losses. Originating in Chicago 
in about 1905, the assignment of accounts receivable on a non- 
notification basis, with payments guaranteed by the seller, came 
into commercial use. The idea was probably conceived because of 
the resistance on the part of firms not in textile lines to notification 
of debtors of the assignment of their accounts. Fear prevailed that 
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such notification might affect customer relationships and, possibly, 
even their credit standing. During the succeeding two or three 
decades, just as factoring volumes expanded so did non-notification 
receivables financing expand to substantial proportions. The busi- 
ness of financing installment credits also had its primary develop- 
ment during this same period, parallel to the growth of the auto- 
mobile industry. This brought into existence a large number of 
installment finance companies, some of which have grown into 
strong, nation-wide enterprises with broad ramifications. Some of 
these finance companies confined their operations to the acquisition 
of installment paper, of various types and kinds, arising from the 
sale of consumer merchandise. Others have branched off into 
small loan or accounts receivable operations, exclusively, while still 
others developed their operations into combinations of factoring, 
accounts receivable financing, the purchase of installment paper 
arising from sales to consumers or to industry, or both, and inven- 
tory and chattel loans. 

In no other period in American industry have so many drastic 
changes occurred as during these years since 1905. The standard 
of living rose to unprecedented heights. Our economy broadened 
and the buying habits of the public changed materially. This 
brought increasing demands for new financing services of various 
types and kinds. No other industry with which I am familiar has 
shown the adaptability and flexibility in meeting these changing 
conditions as have the companies engaged in commercial and con- 
sumer financing. With commendable ingenuity, methods were 
devised to meet each change and to supply the demand for working 
funds for businesses in a position to expand more rapidly than 
their own capital, plus normal borrowing would comfortably sup- 
port. Not only were adequate funds provided for such enterprises, 
but new enterprises were created as a result of this availability. 
Over the years, these operations have not only rejuvenated and 
revived many a failing business, but through the funds supplied 
and the counsel and guidance provided, they have energized many 
an industry which could not otherwise have survived the radical 
fluctuations which the business cycles brought about. Obviously, 
these commercial financing institutions could not have expanded to 
their present proportions and volume had there not been a definite 
economic need for the unique type of service they render. 

Let us examine the underlying causes of the development of this 
type of financing institution. 

Referring to the year 1939, the Department of Commerce stated 
that 92 per cent of the businesses in this country could be desig- 
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nated as small business. It is to be presumed that this ratio is not 
materially different in 1947. This figure in itself indicates that a 
large percentage of all busincss, if it borrows at all, must do so on 
a secured basis. The 300,000 to 500,000 new enterprises which 
come into existence annually are usually pioneered by men from the 
bench or the lathe, or by salesmen, most of whom are completely 
devoid of even an inkling of what it means to finance a new or 
growing business and who, for the most part, begin operations 
woefully under-capitalized. As they grow, even if successful, they 
are constantly in thin and over-extended positions. This spirit of 
enterprise is good; it is America! 

Such concerns have always had difficulty in obtaining the credit 
they sorely need. Depository banks, circumscribed by law and 
subject to the scrutiny of bank examiners, could not or would not 
loan to them, at least in the amounts required. The old rule of 
current ratios is still a determining factor. 

A paragraph of a brochure on financing small business, recently 
issued by the National Association of Manufacturers expresses it 
more succintly than I can: 

“The reason, therefore, why small banks do not always 
make loans to small business is not that the banks do not want 
small loans, but that the risk involved or the cost of making 
the loans is too great to warrant such advances. The risk 
involved in making large loans is frequently less than for 
small loans because larger concerns are likely to have larger 
equities, more experienced and diversified management and 
wider markets. Fewer large firms fail relatively—a fact 
which is important when passing upon the credit standing of 
a given borrower.” 

And I might add that this is the situation whether such loans are 
secured or unsecured and does not always apply to small loans. 

When commercial finance companies began to fill this financial 
vacuum the banks provided the major portion of their operating 
funds, as they do now, and were happy to have them perform 
their special function recognizing that it required a certain know- 
how, special handling, experienced personnel and different: tech- 
niques, for which the banks were not equipped. The banks recog- 
nized, also, that by having these ailing businesses nursed along, 
many of them, over a period of time, would develop successfully 
and eventually be entitled to bank credit. Many of these revived 
enterprises are today highly profitable and-successful and each is 
a monument to the ingenuity, enterprise, vision or courage of some 
financing institution. 
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And so the commercial finance business grew apace. Time does 
not permit me to go statistical. I prefer to refer you to Drs. 
Saulnier and Jacoby’s able and comprehensive volumes on accounts 
receivable financing and other commercial financing operations, 
which were sponsored by the National Bureau of Economic 
Research. Suffice it to say that, in 1941, they indicated that the 
volume of accounts financed by the factors, banks and finance com- 
panies was approximately 214 billion dollars. It is doubtless 
substantially higher today. 

With respect to the evolution and development of the business 
and its techniques, it may be pointed out that the evolution of old 
line factoring has brought it to its present-day function, which con- 
sists mainly of the purchase of receivables, assumption of bad debt 
hazards, collection and ledgering of receivables, and in addition, 
where necessary, advances secured by inventory, or in part unse- 
cured where warranted. In non-notification receivables financing 
the bank or financing institution actually only makes advances on 
the security of the receivables. The seller checks his own credits, 
assumes the hazard of his own bad debt losses, does his own col- 
lecting and ledgering, and turns over the proceeds in their original 
form to the lender. ° 

Let us consider for a moment the effect on the financial opera- 
tions of a business which cashes its receivables. Every concern has 
on its books an amount equal to its shipments in a period of from 
10 to 60 or 90 days, depending on the terms of sale. As far as 
its utility is concerned, this amount, despite its high degree of 
liquidity, might just as well be tied up in fixed assets. If it is con- 
verted into cash, the cash can be utilized to accelerate turnover and 
thus increase volumes and, presumably, profits. The cost can be 
generally offset by taking discounts on payables and the ability to 
purchase more advantageously with cash in hand or the assurance 
of prompt payment to merchandise creditors. 

While the benefits and advantages of cashing receivables are now 
widely recognized, some objection to the practice has developed in 
recent years generally directed at the fact that the lender has a 
secret or concealed lien against assets. To me, this has always 
been captious argument. I can see nothing more secret in assign- 
ing a receivable than in hypothecating a note or trade acceptance. 
Some concerns take trade acceptances for all receivables and 
hypothecate them, a practice which has prevailed in foreign coun- 
tries and to which no one seems to take exception. Surely, secrecy 
cannot hurt either buyer or seller, and it is to be presumed that 
merchandise creditors insist on audited financial statements, which, 
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of course, make full disclosures. In fact, receivables financing ful- 
fills the objectives sought by trade acceptance proponents a quarter 
century ago, as set forth by Guthmann and Dougall in their work 
entitled Corporate Financial Policy, namely, a continuous line of 
credit made available to the borrower, protection of the lender, and 
transfer of the credit-granting burden to a financial institution. 

As to the security itself, properly understood and properly 
handled, accounts receivable are an extraordinarily satisfactory 
basis for credit. On the other hand, it has developed that there are 
likewise extraordinary hazards in lending money on an intangible 
to a weak credit risk who is privileged to do his own collecting and 
whose honesty and integrity must be depended upon to assure that 
the collected funds are promptly delivered to the lender. Soon 
after the inception of the business, it became apparent that the 
primary hazard in non-notification financing of receivables was 
that of fraud. The assignment of fictitious accounts, failure to 
make delivery, fraudulent or forged delivery receipts, and failure 
to turn over the proceeds of collections presented a hazard which 
was to be expected when some of these weaker concerns found 
themselves unable to meet pay-rolls or pay pressing creditors. You 
have all seen press reports of frauds of this type which have been 
perpetrated from time to time, some of them in very substantial 
amounts. It so happens that I am, at the moment, Chairman of a 
committee of the National Conference of Commercial Receivable 
Companies, appointed to develop a Fraud Prevention Bureau, in 
the hope that through concerted action some of these frauds will 
not occur. 

As the economy broadened, new lending techniques became nec- 
essary to meet the demands of clients. In many instances, it was 
found that cashing receivables only was inadequate to permit com- 
fortable operation; hence, inventory loans, secured by warehouse 
receipts, either in public or field warehouses, or with factors’ liens 
in states where the statutes permit, came into use as the basis for 
additional credit. I would not attempt to guess what sums are now 
in use in this highly important method of adding to working funds. 
Its advantages have been especially emphasized during this period 
of unbalanced inventories. Advances are now being made on raw, 
semi-finished and finished material of almost every conceivyble 
type. I believe I am warranted in making the statement that ‘the 
commercial finance companies are responsible for proving to the 
business world that the practice of limiting inventory financing 
to staples was unnecessarily restrictive. 
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It is, of course, clear, although it might not be amiss to restate 
it, that, generally speaking, the debt created in receivables financ- 
ing by our method is self-liquidating. No notes are signed; the 
seller merely guarantees that the accounts will be paid when due, 
and is allowed a reasonable period of delinquency. Banks, as a 
rule, do take a note with the accounts, as collateral. Of course, 
there is no debt when an account is sold outright or factored. 
Generally speaking, also, inventory loans, whether under factors’ 
liens or field warehousing, are in effect self-liquidating. Advances 
are made as the merchandise goes into warehouse and paid for as 
it is taken out. Ofttimes, it is paid for with the receivable created 
by its sale. 

It is obvious that many concerns cannot afford to further deplete 
working capita! to the extent necessary to buy new equipment for 
reconversion purposes or to reduce labor costs. Not only are we 
now financing purchases of new equipment on long terms, but we 
are also making advances on existing equipment, secured by chattel 
mortgages, amortized over an extended period of months. It has 
often been my pleasure to be advised by managers that nothing 
is so simple and helpful as to be able to pay for a labor-saving 
device out of the actual profit it earns. 

I have now arrived at the point where in order to give you a 
clearer conception of the functions, techniques and accomplish- 
ments of commercial finance companies, I am impelled to give you 
some pages out of our own book of experience. I am hopeful that 
such actual examples, together with outlines of our methods and 
procedures, will be more graphic than mere generalization. 

Our experience long ago convinced us that many small businesses 
are more in need of counsel and guidance than of operating funds. 
That we are not alone in this opinion is evidenced by a statement 
by Joseph K. Wexman in an article in the Summer-Autumn 1945 
issue of Duke University’s Law and Contemporary Problems. He 
states: 

“The typical experience of financial executives is 
reflected in the following comment by G. Harvey Porter, 
Director of the Industrial Corporation of Baltimore: 
‘Thirty years of experience of our corporation, dealing 
with hundreds of cases has convinced us that small busi- 
ness needs more counsel than cash. Small business will 
not agree to that. It is easier to cover up your short- 
comings with new cash and to stay in your comfortable 
management rut than to correct your practices or vary 
your policy—if you can get the cash; whereas, small 











THE JOURNAL OF FINANCE 


business can many times effect more financing faster with 
a new policy, and sometimes personnel changes, than in 
any other manner.’ ”’ 


The article goes on as follows: 


“Many small businessmen have sensed their manage- 
ment limitations, have limited their operations accor- 
dingly, taking the attitude they don’t want the headaches 
that go with business expansion. Even these could prob- 
ably reduce their headaches within the limited sphere in 
which they operate by being initiated into some of the 
elementary principles of sound financial control and 
management.” 

As I have previously pointed out, many small business owners 
have come from the bench or the lathe, are excellent production 
men, but are lacking in sufficient general business experience to 
make them efficient managers. They cannot afford adequate engi- 
neering or development divisions nor can they afford, in many in- 
stances, the services of experts in accounting, tax or sales matters, 
efficiency engineering and the like. In fact, many of them do not 
even know when they need the services of such experts, and if they 
should happen to realize the need, or have it pointed out, would 
not know where to go to find them. Such firms need counsel in ac- 
counting, financing, styling, merchandising and promotion, sug- 
gestions for engaging expert counsel, and in other directions which 
we have all come to recognize as necessary to a well-rounded busi- 
ness operation. For example, due to the accelerated trend toward 
over-expansion, we have, during the past year, suggested to some 
of our clients that they have their auditors prepare a projection 
and cash flow sheet so that they can visualize their operations bet- 
ter and make certain they can meet their obligations as they go 
and still allow adequate safety margins. You would be sur- 
prised how often the suggestion is met with a blank stare — com- 
plete lack of comprehension of what we are talking about. 


We tell our prospective clients that we have no interest what- 
ever in merely making a loan; instead, our sole purpose is to pro- 
vide a flexible comprehensive program exactly adapted to his par- 
ticular requirements — a program for financing his entire business 
over his period of need which will provide adequate working funds 
on a revolving basis, and, at the same time, eliminate for him the 
hazard of meeting fixed maturities. We tell him that we first 
want to make sure that his business, with this help, can be made 
to work out successfully and that we do not want his patronage 
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unless it has this prospect. To take it, unless these elements are 
present, would be helpful neither to him nor to us. 

Our procedure is then to make a careful analysis of financial and 
operating statements of several years preceding. We send our 
own examiners to draw off these figures, which go into complete 
detail and give us a first-hand picture of the financial structure, 
operating conditions and trends. In addition, it is our practice to 
determine whether the product is likely to have public acceptance 
or what changes can be made to bring it about, and whether it is 
competitive in other respects, all of which is a factor in deter- 
mining whether a concern is likely to operate profitably over the 
next several years. After an account is on our books, these ex- 
aminations are repeated at regular intervals of from thirty to 
sixty days, which enables us to carry running comparative balance 
sheets and operating statements, to determine the ratio of turn- 
over of inventory and of working capital and whether gross profits 
are adequate, so that we are usually more familiar with the de- 
tails of the operation than the head of the business. 

As a result of this accumulated information we are in position 
to counsel with our clients understandingly when they come to us 
for guidance. It should be emphasized that we do not urge this 
advice upon them, but it is available if they wish it, and most of 
them welcome the opportunity of discussing their problems with 
someone intimately familiar with their operations. 

Should our preliminary examinations indicate that a concern 
cannot benefit or that we cannot make a constructive contribution 
toward its welfare and progress, we unhesitatingly say so. This 
is not entirely altruistic. The losses, troubles and problems which 
often arise out of financing an unpromising enterprise are out of 
proportion to the profit we make. Our reputation is at stake in 
each situation, and this reputation has been built upon develop- 
ing small concerns with inadequate working capital into substan- 
tial, successful ones. The fact is that we have successfully financed 
many enterprises not only with working capital deficits, but in 
some extreme situations, with minus net worth. 

Now I should like to give you some case histories of just how we 
have handled a number of varying problems which have been pre- 
sented to us for financing. Obviously, in the time available I can- 
not cover the whole gamut, especially as very often some new 
practice or new adaptation of an old one will be developed on the 
spur of the moment. 

Some of you may recall the name of a fabulous figure in the oil 
industry, who made millions of dollars around the World War I 
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period and who was greatly publicized because, so the story goes, 
he engaged a special train to take him to New York for the avowed 
purpose of making a “killing” in Wall Street. The expected oc- 
curred and he forlornly found his way back minus the major por- 
tion of his fortune. When he came to us, late in 1939, about all of 
his worldly possessions consisted of a broken-down oil refinery, 
which, in fact, had a $25,000 lien against it for unpaid taxes, and 
no working capital whatever. Close by his refinery was a supply 
of low quality oil for which a market had developed. He made 
some modest repairs and we worked out a plan by which we ad- 
vanced the money to buy crude, and put it into a field warehouse 
on the premises. We released sufficient quantities for the daily 
run and again took a lien on the various finished products. Then 
we factored the receivables which arose out of the sale of these 
various commercial items, such as gasoline, naphtha and fuel oil, 
and paid to him each day, for operating purposes, the difference 
between our investment in the crude oil consumed and the pro- 
ceeds of his sales. This gave him day to day operating capital with 
which to meet payrolls, buy supplies, etc. Here was a problem 
which could not possibly be met by any normal program, but a 
little ingenuity and vision created a highly successful enterprise 
which, in four or five years’ time, arrived at a point of complete 
financial independence and which, after the oilman’s death, proved 
to be a real legacy. 

Then there is the case of a large manufacturer that supplied 
motors to automobile factories. The company’s name is well- 
known to all of you. Its securities are listed on the New York 
Stock Exchange. When automobile manufacturers began making 
their own motors, it lost most of its working capital in its own 
venture in automobile manufacturing. It arrived at a point where 
no loan accommodations of any sort were available. It was sorely 
in need of cash. We were called into the picture and worked out a 
plan by which we turned receivables into cash and made advances 
on inventory; in fact, during an emergency we even advanced on a 
large stock of assorted replacement parts. This financing pro- 
gram, rather unusual at the time, kept this concern alive; in fact, 
even today its president calls me the granddaddy of his business 
because for “nine long years,” as he puts it, he never knew that he 
could open on Saturday morning until we advised him that we 
would take care of his payroll on Friday night. He unhesitatingly 
states that they would have been out of business had it not been 
for the contribution we made. The end of this story is that they 
survived, to become an extremely important factor in the produc- 
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tion of motors for planes, submarines, LST boats, etc., during 
World War II, when they did a monthly volume of $36,000,000. 

Some years ago, a sales promoter in the furniture industry, who 
had recently gone through bankruptcy and whose net figure at the 
bottom of his balance sheet was red, came to us to finance the sale 
of ensemble sets to the furniture dealers, as a means of creating 
new customers. He had no credit standing whatsoever. He sold 
the merchandise. We guaranteed payment to his suppliers upon 
shipment; then we purchased the receivables so created, and ap- 
plied a portion of the proceeds to repayment of the sums we had 
advanced and turned the surplus over to him. Today he repre- 
sents a worth of a good many hundreds of thousands of dollars, 
which would have been completely lost to him had we not reached 
far out to help him crystallize his ideas into large volume and 
correspondingly large profits. 

Similarly, an outstanding manufacturer of kitchen equipment 
which occupies a national position today showed a woeful working 
capital deficit when we began to guarantee payment to his sup- 
pliers in order that he might obtain much needed material. This 
went into a field warehouse and our advances were covered by a 
lien on the merchandise, which was released to him from day to 
day as required. When the invoices for finished products were 
paid to us by his customers, he found himself accumulating profits 
rapidly. He expects his volume to run to $5,000,000 in 1947, and 
he still is a valued client. 

You will observe that in determining whether we should under- 
take the financing of a business our primary consideration is not 
the old rule of current ratios. On the contrary, ours is a con- 
structive approach where the product is good and the management 
reasonably sound, and where by providing cash and working in 
close cooperation with the management, we can see the prospects 
of eventual success. 

You may be interested in a program which we developed in ap- 
proximately 1934 or 1935 which, for want of a better name, we 
called “retail factoring.” Many a substantial retail enterprise, 
even though it had open bank lines, found itself unable to obtain 
adequate funds to meet the demand of all customers for accom- 
modation on normal thirty-day terms or on an installment pay- 
ment basis. Large chain operators and other financially strong 
competitors were taking their customers because they were in po- 
sition to extend such credit without limit. Under this program, 
we took over the entire credit and collection departments of de- 
partment or specialty stores — put the employees of these depart- 
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ments on our payroll, checked the credits and made the collections 
in the name of the store. The stores were thus enabled to adver- 
tise and promote their credit facilities and increase their volume 
substantially as, by purchasing the accounts as they were gener- 
ated, we put them in a position to obtain cash for each sale as it 
was made. Many of you are doubtless familiar with the manner in 
which profits accelerate in a retail store when 10 per cent, 20 per 
cent or 50 per cent is added to existing volumes, or to what is 
often called the operating “nut”. There are a number of sub- 
stantial retail stores,which gratefully acknowledge that their real 
success dates from the time that we began to make adequate funds 
available to them under this unique procedure. 


For example, shortly before the war, a large store in the South 
which had had a long, successful career, built new quarters in- 
tended to anticipate the community’s growth by a number of years. 
Building and fixture costs were substantially in excess of original 
estimates. The result was that working capital was completely 
absorbed and the withdrawal of bank credit followed. Retail fac- 
toring solved the problem. The town became one of our largest 
naval bases and volume increased tremendously, but we provided 
adequate funds with which to carry more inventory and extend 
credit without limit. In two years’ time they were in such posi- 
tion that they did not borrow at all. 

During the last years cf the war a number of large manufac- 
turing concerns, whose management had grown adequately wealthy 
or advanced in years, found it desirable or advantageous to sell 
out to associates or others in order to get the benefit of the capital 
gains tax. It has been our privilege to supply a substantial por- 
tion of the funds for buyers to make such purchases, which, in 
many instances, were highly advantageous. They were thus en- 
abled to buy with comparatively limited amounts of their own 
capital and to repay us out of the profits which accrued to them 
over several years. These were usually complicated deals. We 
took as security for our advances, receivables, inventory and, 
sometimes, equipment. One of these sales involved a middle-sized, 
though substantial, steel mill which was owned by three brothers 
who might find their families confronted with a serious inheritance 
tax problem if they did not convert their principal asset into 
cash. We arranged a sale for approximately $5,000,000, and sup- 
plied about 40 per cent of the total cash required, part of which 
was taken out of the company’s own treasury. This concern was 
resold at the end of a six months’ period by the buyers, a well- 








SeamaNwtiww- se ¥”" orefeksew#& - ™ 


— 
- 


}] 
al 


in 


~esi 5s 7 


rs 
ce 
to 
p- 
ch 
as 
ll- 





CONTRIBUTION OF COMMERCIAL RECEIVABLE COMPANIES 87 


known banking group, at a large profit, subject only to capital 
gains tax. 

As the result of the increased availability of all types of con- 
sumer merchandise, we are encountering growing interest in a 
plan we first made available some years ago to salesmen and manu- 
facturers’ agents who want to establish businesses of their own. 
Ofttimes, a salesman who has created many buyer friends while 
developing a market may still be insecure and subject to the whim 
of an employer. If he can induce manufacturers to sell to him 
direct, for resale, his earnings are likely to be larger than cus- 
tomary commissions. He is, in effect, in the jobbing business, en- 
joying not only the larger spread, but the added security of estab- 
lishing his own business, possibly his own brand, and even styling 
his own merchandise. We offer to supply all the capital and credit 
he requires, first by guaranteeing payment to his suppliers on the 
due date of all shipments made as we direct, then factoring the re- 
ceivables and paying the difference to our client. No capital is 
necessary on his part. 

About ten years ago, when Marshall Field & Company liquid- 
ated its wholesale business, some of its leading department heads 
went into business on their own account, as manufacturers’ agents. 
Total available capital was $10,000, most of which was soon 
frozen. Then an opportunity presented itself. A new plastic 
material suitable for rain-wear was made available to them, if 
they were in position to handle it. They had neither credit nor 
cash. Here, again, we provided funds for raw material pur- 
chases. They designed their product and contracted for its manu- 
facture. To make it short, today they enjoy the position of being 
one of the largest manufacturers of products from plastic sheets 
in the country, with annual volume reaching several millions. We 
are still their factor. 

I could go on indefinitely with examples of this sort if time per- 
mitted. Some of these programs of ours have contributed to the 
writing of veritable business romances, such, for instance, as that 
of a firm which is today one of the largest producers of steel 
presses and press brakes, and is accepting orders only for 18 
months delivery; a small manufacturer of oil well equipment in 
Texas who developed into a producer of 21% million dollars worth 
of rockets monthly for the Navy, and came to us from a bank 
which had circumscribed his operations beyond his endurance; 
and the large manufacturer of plumbing supplies who had but 
$18,000 with which to buy a defunct but promising business, for 
whom we supplied the balance of $105,000 of the purchase price 
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and then went to almost fantastic extremes to provide a revolving 
working fund, and who today is beyond the necessity of borrowing 
at all. 

I might add, in brief, that some commercial finance companies 
provide secondary funds, payable after bank loans are liquidated, 
for independent producers of motion pictures and provide funds 
for tooling up plants, and for required equipment of all kinds, even 
to furnishing motion picture theaters. In short, and I quote from 
a recent press release issued by the National Conference of Com- 
mercial Receivable Companies: “These agencies operating nation- 
ally, regionally and locally, provide a service of broad, immediate 
and flexible credit accommodation to tens of thousands of manu- 
facturers, wholesalers, jobbers and retailers throughout the United 
States with an annual volume of hundreds of millions of dollars.” 
I might also quote a recent remark of one of our competitors, who 
said: “We all know of many cases where the finance companies 
have gone out on a limb to be of service to clients, and we have 
heard of cases where the limb was sawed off behind them.” 

The practice of financing businesses through their accounts re- 
ceivable has received added acceptance and dignity during recent 
years as the result of two changes, without which it might have 
been long delayed. The first of these is the enactment of the 
Federal “Assignment of Claims Act of 1941,” prior to which gov- 
ernment accounts could not be assigned. Much of the production 
during the last war was so financed and many manufacturers have 
thus become familiar with its advantages. The second is the entry 
into this field of the Reconstruction Finance Corporation and other 
government agencies and a substantial number of banks, which 
compete actively with the finance companies at lower rates. Indi- 
cations are that the banks now handle a major portion of the 
volume, although they do not engage in old line factoring. 

There is, however, one fundamental difference in our approach, 
which makes it possible for us to finance many a business which 
depository banks, circumscribed as they often are by regulations 
and examiners’ views, cannot undertake. This difference lies in 
the fact that we look primarily to the value of our security, based 
on the credit ratings of the obligors on the receivables, which 
gives us a broad spread of risk, rather than to the current position 
of our client. The attitude of most banks is that they desire to 
make loans, even though secured and even though inadequate to 
meet a client’s needs, only to the extent that balance sheet ratios 
seem to warrant. In addition, so that the money loaned may not 
come to be regarded as a capital loan, periodical clean-ups are 
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usually required, which imposes a hardship on this type of bor- 
rower. On the other hand, if our prospective client’s business has 
the elements which indicate possible success, we place no such 
limit on the funds we put at his disposal, but continue to furnish 
his requirements as his business expands, up to and beyond the 
profit-making point and as long as he has receivables or inventory 
to secure us with reasonable adequacy. And he can borrow con- 
tinuously, if he desires, without having fixed maturity dates to 
worry him. Tempered with the genuinely unselfish viewpoint that 
the client’s interests are paramount to our own, this practice has 
revived many a business which, without it, would no longer be 
among those present. 


It so happens that during the past ten days we have had appli- 
cations for our service from two good small companies, both profit- 
able, now financed by banks. The banks have advised them that 
they have reached the limit of loans that will be made available on 
receivables. We have already taken on one of these companies, 
and more than likely will take on the other. 


I wish to mention one other important type of operation in which 
we have a substantial investment. That is the rediscounting, on a 
recourse basis, of paper created by small- and medium-sized auto- 
mobile and small loan financing institutions. These long-term re- 
lationships with concerns well oriented in financing practices 
should of themselves convince the most skeptical of the reality of 
the contribution we make to the success of business operations 
aside from merely providing operating funds. 


Even in instances where equity capital may be available, many 
managements prefer to use our service and what we choose, in our 
office, to call “borrowed capital,” because despite the fact that it is 
borrowed, it has an element of permanency, so that it performs 
the function of true capital. 

Then, too, an entrepreneur who has built an enterprise through 
his own efforts and sacrifice does not often want to take the haz- 
ards of losing control, taking in a partner who may not prove 
congenial, or sharing his profits indefinitely. It has often been 
demonstrated that almost regardless of the basis on which equity 
capital is available to a small business, when weighed in the bal- 
ance, “borrowed capital” is more advantageous. 

It might be well to indicate how small a credit these financing 
firms will handle. In our case, we do not feel warranted in taking 
on an operation which is likely to use less than $15,000 on the 
average. Some of the smaller companies will, however, take on 
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much smaller credits, for which they must of necessity charge a 
higher rate to compensate for the risks and handling costs. 

In closing, let me touch, for a moment, on the matter of rates 
charged by commercial financing companies, which are, of course, 
higher than normal interest rates. The cost of their money is a 
comparatively unimportant factor. But high operating expenses 
in proportion to employed funds, the extraordinary amount of 
time and labor required to handle operating details and the neces- 
sary examining and policing, and the comparatively low ratio of 
employable funds in proportion to capital, when contrasted with 
depository institutions, make higher charges inevitable. Remember, 
also, that we deal largely with secondary and lower types of credit 
risks and must be compensated for the hazards and losses we as- 
sume. These charges are, of course, governed largely by the 
amount of labor and other time factors involved, and by the de- 
gree of the indicated hazard. However, most institutions have 
come to realize that their profits and success are measured only by 
the success of their clients, and every effort is made to keep these 
charges at a minimum which will insure a reasonable return on 
employed capital. 

Too much emphasis cannot be put on the fact that if it is 
purely a matter of borrowing money, without the other considera- 
tions I have mentioned, and adequate funds are available at nor- 
mal bank rates, the borrower need not come to us, although we 
have on our books a number of concerns which have found the 
service we render so valuable that over a period of 20 years or so 
they still continue the relationship. It is not the bare cost of 
funds to the borrower which is of primary importance, any more 
than the cost of any other commodity is the sole determining fac- 
tor of the success of the business enterprise which uses it. It is 
the end-objective which counts, and if, despite the fact that our 
money with our service costs more than money alone, we can help 
make a concern successful which otherwise would fade out, we 
have performed our proper function and have contributed hand- 
somely not only to the welfare of our client, but to the economy 
as a whole. 





Pr aes DR 


“ — mr 


Ow SS SB + OO PRY ODO OY Ff 


— 





SOME SMALL BUSINESS PROBLEMS INDICATED BY THE 








INDUSTRIAL LOAN EXPERIENCE OF THE FEDERAL 
RESERVE BANK OF NEW YORK 


By ROBERT V. ROSA 
Federal Reserve Bank of New York 


In beginning, | want emphatically to absolve my employers from 
any responsibility for these remarks. The New York Reserve 
Bank has, in characteristic fashion, given me unlimited access to 
the files and to the men who were active in 13b lending during its 
heyday in the thirties, but has imposed no restriction on the use I 
have chosen to make of the results. My observations actually grow 
out of a joint effort by Professor Malcolm Urquhart of Queens 
University in Canada, and myself. We will share authorship of a 
monograph on this same subject to be submitted later this year to 
the National Bureau of Economic Research, and it is only be- 
cause this paper was requested on very short notice that I have 
prepared it alone, before we had fully agreed on the implications of 
our findings. 

My major conclusions, after mdre than a year of study in the 
dossiers of some 250 of the small concerns which applied for Re- 
serve Bank aid in the thirties, can be put very briefly. The in- 
creasingly diverse and exacting requirements for successful man- 
agement — calling for technical know-how, precise internal cost 
accounting, effective sales techniques (based on market analysis 
and forecasting), plus skillful handling of the flow of cash through 
a business — are making it more and more difficult for the prin- 
cipals in smaller businesses to do their job effectively. The coun- 
terpart of that development for the credit institution is likely to 
be added responsibility at three stages in the lending process: (1) 
the operating performance of the applicant in the pre-loan period; 
(2) the credit investigation and decision to lend; and (3) the ser- 
vicing of outstanding loans. 

I propose to pass over much of the description of the 13b pro- 
gram itself, and to deal with these concerns as a limited set of 
case histories in the pathology of smaller business. It is quite pos- 
sible that many of the concerns I have studied merely represent 
the normal crop of failures, en route to extinction. The fact that 
nearly all of them had survived for at least ten years, and that 
their average life had been nearly twenty years at the time they 
came in for assistance, does suggest, however, that they may indi- 
cate some continuing characteristics of typical small business. 
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Characteristic Difficulties of Small Business 

While additional borrowed money often seemed to be the only 
way out for most of these concerns, the original causes of their 
distress were not financial in most cases. They had instead, as a 
rule, worked themselves out of satisfactory credit lines by mis- 
takes or misfortunes in managerial judgment. The depression had 
frequently produced such unsettled circumstances for them that 
the opportunities for weak management to reveal itself were much 
greater than they had been in the twenties. While the facts 
varied from case to case, there were three leading sources of diffi- 
culty which appeared again and again: (1) an unbalance in man- 
agement abilities, with internal accounting control and knowledge 
of financing practices being most frequently deficient, although 
technical know-how and market appreciation were also often lack- 
ing; (2) irregular and often sizeable entrepreneurial withdrawals, 
related to personal needs rather than to the cash flow requirements 
of the business; and (3) lack of regular sales outlets, making 
highly unpredictable the single firm’s share in whatever market 
there might have been. 

Characteristically, the concerns in manufacturing and construc- 
tion were of high technical competence, but their managements 
were impatient with any business matters not of a “production” 
nature. They suffered, too, in a number of instances, from “second 
or third generationism.” In wholesale and department store trade, 
the greatest difficulty seemed to lie in poor cost accounting, which 
resulted in carrying lines which should have been discarded, or in 
an unbalance between overhead and direct sales expenses. Other 
retail distributors, usually in the under $100,000 class of total 
assets, were plagued by competition from better managed concerns, 
by slow receivables, and by erratic cash withdrawals to meet the 
non-business needs of the principals. 

These are, of course, only the highlights. A few illustrations 
may describe the problems of these concerns more clearly. 

Late in 1935, a foundry in lower New York State, whose total 
assets were less than $200,000, came into the Reserve Bank for a 
loan. The concern had been in existence for more than 100 years, 
and ‘was now owned by the descendants of the original founder, 
who shared the management with a local small businessman. Spe- 
cializing in cast wheels and axles for transportation equipment, 
they had managed to acquire sufficient orders to show a small net 
profit through the twenties; but since 1926 dividend withdrawals 
had exceeded earnings. From 1931 on, there had been net losses 














SOME SMALL BUSINESS PROBLEMS 93 


and no dividends, although the owners had taken some notes pay- 
able in lieu of dividends. The alternatives for other products to 
be produced by the foundry were slight, since there were many 
other foundries in the same general area, and all were operating at 
30 per cent of capacity or less. Nonetheless, in its specialty, this 
concern was considered superior. On the ground that it was de- 
sirable to keep its employees working, the concern had produced 
inventories which now exceeded annual sales, although the normal 
ratio of inventory to sales had been 1 to 4 or lower in the 
twenties, when net profits were running about 5 per cent of total 
sales. Even after a loan was granted, and the Reserve Bank was 
able to persuade the company to work down its inventory while 
sales doubled, the company was still unable to show any net profit. 
In 1940, when the concern was again making the rounds of the 
R.F.C. and the Reserve Bank, it was finally necessary to conclude 
that the company was suffering from “impaired management vi- 
tality.” 

A department store, accounting for about two-fifths of the sales 
by stores of its type in another New York State region, illustrates 
many of the problems in this kind of business. It had been 
founded as a partnership just after the Civil War, and incorpor- 
ated about 40 years later when one of the partners died. It had 
been run by descendants for the 25 years preceding the loan appli- 
cation, and had earned a small profit until 1932. Dividends equal 
to or exceeding earnings had been paid since 1930. The decline in 
total sales since 1930 had been more than one-half, while com- 
petitors’ sales had generally fallen only about one-quarter. As a 
corollary, the ratio of inventory to sales, which had been 1 to 5 
in 1929, was 1 to 3 in 1934; and the proportion of inventory more 
than a year old was twice as high as in other department stores. 
At the same time, receivables had lengthened; about one-third of 
them had been on the books more than six months. Not all of 
these facts were clear until after the Reserve Bank investigation, 
but the banks of account had suspected such difficulties for a long 
time and had advised the management to study its costs, to liquid- 
ate old merchandise, and economize in other ways. The concern 
replied that it was perfectly capable of running its own business 
without the aid of bankers. Following this exchange, two of the 
three affected banks pulled out. After a thorough overhauling of 
the concern by an outstanding firm of department store account- 
ants, the Reserve Bank entered a commitment and was eventually 
relieved by an increase in loans from regular banking channels. 
The concern did not show any substantial increase in sales during 











94 THE JOURNAL OF FINANCE 
its three years of close contact with the Reserve Bank, but net 
losses were substantially reduced. 

The third example is a one-man, or one-family, retail store which 
operated in a small community largely supported by a State insti- 
tution. In most lines carried there was no local competition. But 
like many of the very small enterprises (total assets were about 
$75,000) the concern had kept no books at all until the middle of 
1935, a few months before coming into the Reserve Bank for as- 
sistance. There was, however, an accounts receivable ledger which 
had shown a considerable increase in items running more than 
three months during the depression. As reconstructed by the Re- 
serve Bank, the income statement showed satisfactory net earn- 
ings, right up to the time of application. But much of the past 
earnings had been turned into real estate not actually needed in 
the business, and had become frozen as a result. The bank of ac- 
count wanted the Reserve Bank to participate, because it could not 
afford to make a satisfactory check into the company’s affairs — 
annual earnings on a $4,000 loan at 6 per cent would amount to 
only $240 for the peak balance. After Reserve Bank study, a loan 
was granted in this amount; maturities were met on schedule; and 
in 1940 the commercial bank took the loan over solely on its own 
account. But the company’s bookkeeping remained about as hap- 
hazard as before. No intra-year statements were ever obtained, 
and after the end of 1937 when the cash surrender value of the 
principal’s insurance policy came up to the amount of the out- 
standing balance, he regularly ignored requests for year-end sum- 
maries. One was obtained for 1938; it reached the Reserve Bank 
in August 1939. 

I believe these three cases, despite the abbreviated description 
of them, do illustrate the complex set of small business problems 
which are too often waved aside when we think of increased credit 
availability as the panacea to small business ills. I would like to 
turn briefly now to focus on the difficulties of credit examination, 
and the hazards of deciding to grant loans of adequate amount, in 
dealing with small businesses. 


Credit Investigation and the Granting of Loans 
The facts I have just summarized seem, I should believe, to form 
a minimally adequate basis for appraising the prospects of a con- 
cern. What I skipped over in presenting them was the difficult 
process it had been to put them all together, at the time the ap- 
plicant came into the bank with its loan request. All of us are 
aware, from the publicity it has received, of the prohibitive cost 
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involved in preparing a proper prospectus for floating the securi- 
ties of small concerns. We often neglect the fact that much of the 
same exhaustive procedure has to be accomplished by someone be- 
fore a loan of significant size can safely be decided upon. Even if 
a concern had none of the difficulties I have just described, it would 
still be a long step further for the loan officer to verify that to his 
own satisfaction. 

Because most small concerns are not aware of the many factors 
governing their prospects, or if they are, cannot afford the expense 
of preparing extensive reports to convince others, the Reserve 
Bank had to assume a great deal of initiative in the credit investi- 
gations. A staff had to be retained which could go in and set up 
bookkeeping systems, establish accounting controls, appraise and 
recommend changes in plant condition, lay-out, quality of machin- 
ery and inventory, and so on. Sometimes concerns resisted these 
attempts to set them in working order to make them capable of 
using a loan profitably; but as a rule, the common recation of both 
approved and rejected applicants was that they gained as much 
from the accounting advice, the industrial engineering appraisal, 
and the analysis of sales possibilities, as they did, or could have, 
from the extension of funds. 

Yet this service to the concerns was no luxury from the Reserve 
Bank point of view. It had to be done to make the concerns bank- 
able, and to convince the Reserve Bank that the best possible ap- 
praisal of their situation was being made. What is a bit stagger- 
ing is the fact that, without any allocation of such fixed costs as 
office space, light, and heat, the combined expenses of the New 
York Bank (before losses on granted loans) averaged about $625 
per formal loan application. Of this amount, at least $400 can be 
attributed to the credit investigation process, although that part 
of the expense ran much higher in some individual cases. Costs 
ran this high because of the generous use of the industrial engi- 
neer, and also because the Bank had no backlog of old names to 
draw on—all applicants for 13b credit were new names to the 
Reserve Bank. 

These mundane factors of investigation cost and the need for 
operating advice seem to me the greatest obstacles in extending 
adequate loan credits to small business on the basis of the sample 
of concerns examined. But there was, too, in the thirties, some 
overcautiousness among bankers which was probably a justifiable 
basis for complaint by the small businesses themselves. Beyond 
the exceptional circumstances growing out of the closing of many 
banks in 1933, much of the difficulty was due to strictures bor- 
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rowed from the examiners, who often held that any loan whose 
term ran beyond a year was “slow”, and should be avoided. Some 
of it was due, too, to the unwillingness of a bank to lend to a con- 
cern in a field where the bank already felt itself over-extended, in 
view of the depression-inspired consciousness of the need to re- 
main diversified. To difficulties like this the 13b program was one 
of the answers. It helped to legitimize the term loan and it helped 
to popularize the principle of participations among banks and to 
widen diversification. Certainly recent developments suggest that 
most banks have abandoned many of their older prejudices on what 
was “sound” lending. But there is one aspect of the principles in- 
voked in the loan decision which may still be depriving some small 
business of funds which might be well employed and safely loaned. 
This particular principle of lending judgment was not an issue in 
13b lending because of the language of the statute — but the need 
was evident in a number of cases where rejection had to be auto- 
matic. 

I refer to the need for borrowed funds, committed on a more 
nearly permanent basis, to be used for the purchase of equipment 
or other assets which the business is likely to need all of the time. 
Under 13b, no loan could run for more than five years, nor could it 
be for other than working capital purposes — although slight ex- 
ceptions were allowed. That did not prevent a number of concerns 
whose needs were for equipment loans, or for permanent additions 
of borrowed funds, from filing applications, although many were 
headed off before formal applications were prepared. My own 
view is that additional banking accommodation of this inter- 
mediate type is probably needed to give small business some sub- 
stitute for the marketing of bonds, or for similar loans from insur- 
ance companies, which larger concerns are in a position to obtain. 
The total volume of acceptable bank credits of this type is, how- 
ever, likely to be small because a large equity cushion would al- 
ways have to be a prerequisite to protect the lender against shrink- 
ages in the value of such assets. 

This is a controversial point, however, and I do not want to 
press it too far. What is more important is to sketch briefly a 
picture of the hazards the lender faces, even after a thorough in- 
vestigation of the present status of the concern has been made, 
when he must finally make up his mind about the loan. His start- 
ing point should ordinarily be a schedule of anticipated cash flow 
through the business during the coming years. But he cannot be- 
gin to construct that schedule without first estimating probable 
sales. Many of the smaller banks had found themselves simply 
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unable to make a satisfactory first estimate. As a rule, in such 
instances, the loan request got no further with that bank. 

The Reserve Bank staff, finding large blank spots in current 
trade information, always set about as best it could to predict the 
trend in markets for the industry, for the particular concern’s 
special branch of the industry, and for the locality, where that was 
significant. Proceeding, then, from this first estimate, and hav- 
ing estimated such other cash sources as receivables liquidation, it 
went on to determine whether the loan, together with the antici- 
pated sales, could actually bring the concern up to a break-even 
point. If the answer was yes and there was some collateral avail- 
able, the loan could be granted, with appropriate reservations on 
all sides about the soundness of the estimates. If not, there might 
still be grounds for a loan. Perhaps by keeping the company alive, 
with reduced losses, it would reach a more favorable position later 
on. Or, as happened in the case of the greatest loss the New York 
Bank ever incurred, in the event of specially grave employment 
considerations, the loan might be made with the full realization 
that the concern ultimately might fail, with the Bank taking a 
gamble that the collateral would be adequate to cover most (per- 
haps all) of any losses. 

Before I pass on to my third major topic, the problems of ad- 
ministering small business loans once they have been granted, let 
me quickly summarize the observations made thus far. My first 
topic dealt with the growing complexity of management problems, 
pointing and and illustrating what seems to be a continuing in- 
ability of many small businesses to attain at one time the requisite 
technical, accounting, financial, and marketing skills. In some in- 
dustries, chiefly manufacturing, small-scale enterprises were be- 
coming obsolescent under the pressure of superior management in 
the larger concerns during the decade of the thirties. My second 
step has been to show how these circumstances in smaller business 
make the job of credit investigation, and the final decision to grant 
a loan, exceedingly difficult. 

Experience With Granted Loans 

One-third of the advances actually made under the 13b program 
at the New York Bank ultimately required extension or renewal. 
But negotiation over such adjustments was only a part of the 
story. Once in, the Bank ordinarily assumed an affirmative re- 
sponsibility, providing assistance wherever the borrower would ac- 
cept it. For it found right away that actual receipt of the funds 
did not solve very many of the problems of the business. Wholly 
apart from any altruistic motives, the Bank was really forced to 
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act to protect its investment. Even so, in 16 of the 376 advances 
actually made under the Bank’s program, losses were incurred. 

Here is an extreme example to show how difficult this “work- 
out” period could be. A concern assembling automobile trucks, 
accounting for 14 of 1 per cent of the total United States pro- 
duction in this line, had managed to survive some sixty-six com- 
petitors which had disappeared in the five years from 1930 to 1934. 
During that time, however, this concern’s working capital had 
dropped from one million dollars to about one-quarter of a million 
—largely due to bad debts, frozen foreign accounts and the re- 
valuation of repossessed trucks. Despite some misgivings about 
sales prospects and the value of pledged collateral, the Reserve 
Bank agreed to participate in an additional advance of $400,000 
for working capital purposes. Following the loan sales did in- 
crease, but never reached the break-even point because costs rose 
even more rapidly. The management was not at all ggressive and, 
at a time of radical changes in truck design with emphasis shifting 
to the lighter models, it refused to make model changes. About 15 
per cent of its output was distributed through costly semi- 
branches, which the Reserve Bank suggested closing right away. 
Nothing was done about them, however, until the second and third 
year of the loan, while losses on them kept rising. Without ad- 
vising the Reserve Bank, the concern also shipped trucks to one of 
the exchange control countries, only to find that “no foreign funds 
were available for payment.” This combination of events forced 
the concern into voluntary liquidation during the third year of the 
loan. During these three years the Reserve Bank’s industrial 
engineer had made twenty-seven different trips, varying from a 
few days to several weeks, in an effort to resuscitate the business. 
The file shows that his suggestions and predictions proved cor- 
rect, but company action on them (if any) regularly came a year 
later, when the real opportunity had passed. Despite all of this 
effort, the Reserve Bank and the participating bank each took what 
is called in the trade “a sizeable five-figure loss” in the final 
liquidation, not including their expenses or the loss in interest 
payments on the entire principal. 

Admittedly this.example is extreme, but it brings out several 
characteristic types of problems to be expected after a loan has 
been granted. Recognizing these, it is somewhat easier to under- 
stand why the cost of servicing which can be imputed to the loans 
handled directly by the Reserve Bank ran about $500, in the 
average case, and often went considerably righer. The usual out- 
come was, however, much more satisfactory than this example 
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might suggest. About half the concerns which received loans did 
improve appreciably as a combined result of the credit and the 
guidance; another quarter of the recipients enjoyed at least tem- 
porary benefits; and about one-quarter fell off further due to eco- 
nomic conditions beyond their control or to obsolescence of the 
product in which they specialized, or (as in the example) to de- 
creasingly effective management. 

It would be wrong to conclude, however, that the results were 
not worth the effort, The implication is rather that credit grant- 
ing to smaller businesses is likely to involve a great deal more after 
the funds are advanced than simply checking off repayments. At 
least for the cases I have seen, credit alone would do very little. 
Continued managerial advice and assistance is required. 


Significance of the Findings for Meeting the Present 
Needs of Small Business 


My own feeling is that many of the difficulties which character 
ized 18b lending are still with us, perhaps in aggravated form 
among the small businessmen who became used to assured markets, 
and one stable customer, during the war. But I do not pretend to 
have any proof for that presumption. Nor am I able to discuss 
the related question of providing purely equity capital to these 
small concerns. Furthermore, I would not recommend, for the time 
being, any attempt to increase 13b lending. But I do believe some- 
thing can be done to help the type of concern I have described. 

The postwar period finds the commercial banks striving to 
restore some semblance of commercial (and industrial) lending to 
portfolios which had become more than 80 per cent cash and Gov- 
ernment securities at the end of 1945. The banks in agricultural 
areas have already sized up their situation, and in many cases are 
becoming local centers of soil, crop, and marketing information— 
they aim to prosper by providing all they can to help agriculture 
prosper. The new efforts of urban banks have been concentrated 
on consumer loans. But from our experience in sampling these 
holdings in the New York District, such consumer loans also include 
many loans to small business. And the banks are beginning to 
realize that such loans deserve separate, and special treatment. If 
that should happen, and the urban banks should emulate their 
country cousins by becoming aggressive in furnishing technical 
advice (and services) to their small business customers, a great 
deal could be accomplished. That is the kind of challenge I believe 
the city banks must accept if they are to stave off the tendency to 
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become mere storehouses of public debt—making loans only as 
asked, as has happened so often in the past. 

Is it feasible in terms of cost? It is feasible only on a volume 
basis, as is true for consumer loans. The Reserve Bank, with most 
of its losses attributable to a very few cases where large loans were 
made primarily to support employment, still came out about even 
on its relatively small volume of lending. Excluding the loans of 
$250,000 and over, which accounted for most of the losses, the 
smaller loans as a group paid for themselves with some room to 
spare, although the very smallest loans did not always carry all of 
their own expenses. Furthermore the Reserve Bank always encou- 

_raged a borrower to return to his own bank as soon as possible— 
thus losing the period of good earnings which normally would help 
make up for high origination costs. But even taking the Reserve 
Bank costs as the minimum, there is still room for profitable opera- 
tions which would yield more than the 1.59 per cent average yield 
which prevailed on bank portfolios of Governments at the end of 
1945. Given my rough estimates of Reserve Bank investigating 
costs, supervisory costs, and the share each advance would have to 
bear in losses and in the expense of examining rejected applicants, 
a continuously outstanding balance of $5,000 at 6 per cent would 
just about break even. A $10,000 average outstanding balance at 
5 per cent would yield an annual average “profit,” beyond these 
required outlays, of about 2.5 per cent after the second year. 

In conclusion, I repeat my first observation. It is not credit, but 
management, which is the major problem for small business. The 
New York Reserve Bank conducted a small but successful experi- 
ment in servicing small business during the thirties by combining 
credit with a wide-reaching program of technical assistance. In 
my view, the commercial banks can fruitfully follow this example. 

* + ok + cs 

Following the foregoing two papers there was a period of dis- 

cussion led by Lewis A. Froman of the University of Buffalo. 








